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Committee of
_ Sponsoring Organizations of the Treadway Commission

1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

May 1, 1991

To: Vincent M. O’Reilly, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Advisors

Gentlemen:

Here is the first batch of seven comment letters on the exposure
draft, "Internal Control -- Integrated Approach.

Sincerely,

T

Thomas P. Kelley, CPA
Group Vice President

Professional
TPK: Jjmy
Enclosure
¥
Robert L. May. Chairman Alvin A. Arens William G. Bishop Thomas M. O'Toole P. Norman Roy
Representing the Representing the Reprasenting The Representing the Representing the
American Institute of American Accounting Association Institute of Internal Auditors National Assaciation of Accountants Financial Executives Institute

Centitied Public Accountants



May 1, 1991

To: Vincent M. O’Reilly, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Advisors

Gentlenen:

Here is the first batch of seven comment letters on the exposure
draft, "Internal Control -- Integrated Approach.

Sincerely,

T

Thomas P. Kelley, CPA
Group Vice President
Professional

TPK: jmy
Enclosure
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Kmart Corporation
International Headquarters
3100 West Big Beaver Road
Troy MI 48084-3163

March 26, 1991

Comm. of Sponsoring Orgs.
of the Treadway Commission
1211 Avenue of the Americas
6th Floor, New York, NY 10036-8775

Dear Sirs:

First, I do not feel comfortable with the proposed definition of
internal control (page 3 of the Exposure Draft dated March 12, 1991) because
of its tone of emphasis and the ability to evaluate certain components as
follows:

By placing emphasis on the first two components (employee integrity,
ethical values and competence... and management philosophy) as the
foundation components, the definition implies that the presence of
these two has more weight than other components. A case in point
could (would) be an excellent ethics environment should override a
lack of segregation of duties environment.

Since the above components are proposed as the foundation, it would
seem logical that an auditor should be knowledgable in evaluating the
degree of presence of the first two components. Not only do I
believe that most auditors are not equipped or trained in this area,
but also (even if knowledgable) they could (should) not rely upon
their comfort level as an alternative compromise during a
"significant event" of the auditee.

In summary, I have no problem with the nine components. My concern
is the undue emphasis placed on the first two components.

Second, internal auditors spend more of their productive time on
addressing internal controls than any professional group in the business
world. I was surprised that although internal auditors were responsible for
submitting 16% of the Commission's questionnaires (B-4), only one internal
auditor (B-3) was interviewed. This imbalance should be addressed.

Finally, I was impressed with the layout of Appendix C. Although
verbose, I'm sure my staff will consider this checklist as a useful tool in
evaluating control aspects on future audits.

At BN

Robert B. Rito
Director of Internal Audit

RBR/ja
3518e
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April 5, 1991

Committee of Sponsoring Organization

of the Treadway Commission

1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775

To the Committee,

I have reviewed the Exposure Draft dated March 12, 1991. Here are
my comments on the report:

1.

2.

Definition

I agree with the definition.

Components

The nine components appear to adequately address all aspects
of internal control. I cannot recommend any additions or
deletions.

Evaluation

I believe we plan to use the tools as a supplement in our
organization in evaluating internal control. However, I was
unclear about a specific area in the Appendix C Exhibit C-16
Reference Manual. The letters "O, F, C" in the "Category"
column were not explained. What do they stand for?

I believe guidance material is helpful for companies
publishing reports on internal control because:

a. It gives management a frame of reference, a place to begin.
b. It helps to provide an industry standard so that reports

from different companies can be more easily compared to
each other.

I hope my comments have been helpful.

Sincerely,

Gina Harney 2

Internal Auditor

Varian Associates, Inc. 611 Hansen Way P. O. Box 10800 Palo Aito, California 94303-0883 U.S.A.
415/493-4000 FAX 415/493-0307 Telex 348476



Georgia Power Company
333 Piedmont Avenue
Atlanta rgla 30308
04 526-6526

Mailirg Address:
Post Office Box 4545 )
Atlanta. Georgia 30302

Georgia Power

the southern efectric System

April 5, 1991

The Committee of Sponsoring Organization
of the Treadway Commission

1211 Avenue of the Americas, 6th Floor
New York, N. Y. 10036-8775

Dear COSO:

We have reviewed the Internal Control Exposure Draft and herewith submit the
attached comments for your consideration.

Should you have any questions, please call me at (404)526-6782.
Sincerely,/
L.D. Vaughnz
Manager, Internal Accounting
Controls

LDV:jhu

Attachment

J



INTERNAL CONTROLS - INTEGRATED FRAMEWORK
COMMENTS

OVERAILL
m The definition of Internal Controls is too long.

Internal Control is the process to help ensure the achievement of the
entity’s operating and reporting objectives. Its foundation is integrity,
ethical values and competence.

PART I - EXECUTIVE BRIEFING

m Internal control is not necessarily part of effective and efficient operations.
Internal Control cannot prevent bad management decisions or ineffective
and inefficient operations. (page 4)

m Management does consider the work done by external auditors a
substantiation and evaluation control. As such, they are part of the control
system. (page 21)

m Methodology: What part does compliance play in assessing reliability of
financial reporting? (page 38)

m The chapter on risk assessment almost completely addresses business
profitability risk. This may just be good management of the business and can
only be reviewed in hindsight. (page 91)

PART II - DEFINITION, COMPONENTS

m These sections are not essential to the draft and serve primarily to contribute
to its length and redundancy.

PART III - MANAGEMENT REPORTING TO EXTERNAL PARTIES

m Report calls for review to cover a period of time or point in time. Ina
footnote it says "From a practical standpoint, an evaluation will not be done
at one point in time. An evaluation program may be carried out at various
times through the year, and updated from the time of evaluation procedures
to the point in time of the report." (page 180)

This is not practical. The time to update the evaluation or even perform a
complete evaluation every year would be cost prohibitive. Rather, the
evaluation should be ongoing. Management should only make a
statement that they maintain a system of internal controls and continually
monitor and evaluate those controls. Otherwise, one could build in an
expectation that all major controls are effectively working at the time of
the report. This is impossible to achieve.



INTERNAL CONTROLS - INTEGRATED FRAMEWORK
COMMENTS
m The draft seems to avoid the issue of when to report that the company has a
material weakness. (page 157)
A company should probably re{)ort the major control weaknesses and the

actions being taken. This should be done in general terms. Also, they
should state the effect on the financial statements.

GENERAL COMMENT

The report is too long and contains some redundancy. As a result, its
usefulness will be limited.
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CORPORATION

April 10, 1991

"COSO Committee"

1211 Avenue of the Americas

New York, NY 10036

Gentlemen:

Regarding Mr. P. Norman Roy's correspondence of March 12, 1991 concerning the
exposure draft "Internal Control - Integrated Framework," please be advised of the
following responses:

Question 1.

Should the definition "internal control” encompass management controls that
extend beyond financial reporting, as proposed in the draft?

- Yes, for both operating and compliance purposes.
Question 2.

Would the proposed framework of components and evaluation tools be useful
to you in developing a self-assessment of your internal controls?

- Yes.

Question 3.
What additional guidance would you suggest be provided to assist
management in developing a self-assessment of a company's internal control
structure?

- None, at this time.

If you have any further questions, please contact me accordingly.

Vice President and Controller

A1/F6-15

' P.O. BOX 8888

CAMP HILL, PA 17001-8888
717/763-7064

E/AC/CFB/PNR
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Donald G. Perry

Certified Public Accountant

533 Airport Blvd. Suite 400
Burlingame, CA 94010
(415) 375-7794

April 18, 1991 Fax: (415) 348-7384

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

Sixth Floor

New York, NY 10036-8775

Re: Internal Controls-Integrated Framework Exposure Draft
Dear Sirs:

Chapter 2 of the Report of the National Commission on Fraudulent Financial
Reporting in Section 7 Guidance on Internal Control says "The Commission
recommends that the organizations sponsoring the organization work together
to integrate the various internal control concepts and definitions and to
develop a common reference point." This recommendation would seem to require
a definition of internal control that would be useable by companies and other
financial reporting organizations in their assessment in reporting on
internal control. I have not been able to find such guidance in the
Integrated Framework Exposure Draft which was issued on March 12th, 1991.

Not only does the Exposure Draft, comprising 163 pages plus extensive
appendencies, seem overly cumbersome and full of irrelevant comments and
discussion, the core definition on Page 51 seems to me to be basically
flawed. Integrity, ethical values and competence as well as risk assessment
and information systems are not components of internal control, they are
rather factors to be considered in evaluation of internal control. It would
seem to me that internal control consists of "interrelated components with
the control environment serving as the foundation for the other components
which are establishing objectives, control procedures and monitoring."
Communication and managing change could be considered although they also seem
to be somewhat extraneous to the definition of internal control.

I have a number of detail comments on the content of the exposure draft which
I will put together and send to COSO later. If the others receiving copies
of this letter are interested, I will be glad to send copies of my comments
to them as well.

Very truly yours,

«M@wﬁ@//? | //)"”’"‘7/

Donald G. Perry

cc: National Association of Accountants
Institiute of Internal Auditors
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ARMCO STEEL COMPANY, |.P P 1 POON

Vice President-Finonce

703 Curtis Street ® Middletown, Ohio 45043-0001 : and Chief Financial Officer

April 24, 1991

COSO Committee
1211 Avenue of the Americas
New York, New York 10036

To Whom It May Concern:

I would like to forward on to you my views concerning the exposure
draft on internal controls. On the key issues my comments are as
follows:

1.

Should the definition of "Internal Control™ encompass
management controls that extend beyond financial reporting, as
proposed in the draft?

Yes

Reasons:

- Individuals view internal controls as financial related
matters when, in fact, strong business controls not only
benefit the company but also strengthen the reliability of the

financial statements.

— Control issues relate to process reliability and being able
to evaluate any process within the business.

- Internal control is everyone's business.
Would the proposed framework of components and evaluation tools
be useful to you in developing a self-assessment of your

internal controls?

Yes

Amcoy/Kawasoki Limited Portership



April 24, 1991
Page two

Reasons:
- it would help raise the level of internal control awareness
- it would augment the work done by external auditors

- it would help all management be more aware of the
credibility of their system

- if done properly, would probably add value to the business
once completed

What additional guidance would you suggest be provided to
assist management in developing a self-assessment of a
company's internal control structure?

- Perhaps a video summarizing the importance and value added
with internal controls, plus some real live horror stories when
structures fail.

One additional note, maybe we need to consider changing the term
"internal control”™ to shed the old assumption that it's financial
related. Just a thought!

/ )m Jelbrorree

PJP:jo v

P. J. Piccioni
FEI Member
Dayton Chapter



Robert A. Wettle, CIA, CMA, CFE
2246 Angel Avenue

Toledo, OH 43611-1654

April 25, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

é6th Floor

New York, NY 10036-8775

Internal Contro! - Integrated Framework
Exposure Draft — March 12, 1991

Below are some recommended revisions for consideration prior to issuance of
the final report:

Page Paragraph Line Recommended Revision

20 1 2 Change "egregious" to BLATANT
("egregious" is not a frequently used word)
57 3 1 Change "between" to AMONG
(3 categories are referenced)
60 2 2 Add COMMA after “all"
80 2 2 Change “enabler" to FACILITATOR

("enabler" is not a valid form of the word "enable")

89 Chart of Accounts
Question 3 Change "narrative" to NEGATIVE
(Assuming that this is what the author intended)

144 3 1 Change "between" to AMONG
(3 categories are referenced)

161 3 8 Change "egregious" to BLATANT
("egregious" is not a frequently used word)

C-22 Question 32 Change "narrative" to NEGATIVE
(Assuming that this is what the author intended)

Nl

R. A. Wettle



» Committee of
Sponsoring Organizations of the Treadway Commission

a. 1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

May 20, 1991

To: Vincent M. O’Reilly, Coopers & Lybrand
Howard S8iers, Consultant
Project Advisory Council to €080
P. Norman Roy, Financial Bxecutives Institute
William G. Bishop, Institute of Internal aAdvisors

Gentlemen:

Here is the next batch of comment letters (there are six) on the
exposure draft, "Internal Control -- Integrated Approach.

Sincerely,

Thomas P. Kelley, CPA
Group Vice President

Professional

TPK: jmy
Enclosure

cc: Richard M. Steinberg

Robert L. May. Chairman Alvin A. Arens William G. Bishop Thomas M. O'Toole P Norman’Roy

Representing the Representing the Reprasenting The Represemmg the R_epresenlmg the

American Institute of American Accounting Association Institute of internal Auditors National Association of Accountants Financial Executves institute
Certified Public Accountants
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TECHNGLOGY GROUP

30 April 1991

Committee of

Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas

6th Floor

New York, NY 10036-8775

Dear Sirs:

After studying your exposure draft "Internal Control - Integrated
Framework," I have the following suggestions which I hope will assist
you in preparation of the final document.

Benefits

I do not believe the exposure draft adequately outlines the benefits
of improved internal control. As stated, the "primary" objective is
to "help management . . . better control their organizations’
activities." How is this study or a common definition of internal
control going to "help"” control their organizations? The exposure
draft assumes the readers understand this connection.

I suggest that, first, the exposure draft legitimize the point that
the lack of internal control is costing corporations money, lots of
money, each year in lost productivity, missed economic opportunities,
fraud, theft, etc. Surely, one of the internal control studies done
prior to this exposure draft estimated the cost of internal control
deficiencies. If not, I propose your first job is to determine a
rough cost, otherwise you have not convinced the reader that they need
to be concerned with internal control. Having established that their
is a cost associated with deficient internal control, the exposure
draft should then briefly explain how a common definition and list of
components of internal control can improve the internal control within
an organization which will then lead to increased productivity and
profit.

I believe this will establish the value of this study in the readers
mind. Without establishing a legitimate need and benefit from this
project, the project could be dismissed an "academic" study whose
results will have limited practical value.

Objectives

The stated objectives are to improve management’s control over
enitities’ activities and to provide a single, common definition of
internal control. 1I strongly support approaching this project from a
broad perspective so as not be limited to financial issues, but the
exposure draft has taken so broad a view as to ignore some meaningful
specifics.

Parent company of Harris Laboratories. Harris Environmental Technologies and other relatec subsidiaries



As stated above, deficient internal control has a legitimate doller
cost to society in lost productivity, fraudulent regulatory and
financial reporting, etc. An objective of the study of internal
control must be the reduction of these costs through improvements in
organizations’ internal control. The listing of the reduction cf the
costs to society as an objective will not narrow the focus to the
study, but will clearly define the benefits of the study in the
reader’s mind.

Definition

I suggest the definition be changed to

Internal control is . . . obtain acceptable levels of
assurance as to the achievement of specified objectives and
representations made to interested outside parties; . .

While I do not particularly recommend the work "acceptable," I prefer
it to "reasonable" for two reasons. First, "reasonable assurance" is
a disclaimer term used by public accountants to indicate that they
have not examined a company’s records in detail and, therefore, can
only give limited assurance on the financial statements. The
connotation left with the reader is of "limited" assurance. While
sufficient for confirmation of financial data, is the impression of
"reasonable" assurance enough when the systems in question are of a
more critical nature. Would a reader perceive this "limited" or
"reasonable" assurance adequate for the internal control systems
governing the screening of blood for HIV virus or the dependability of
the space shuttle life support systems? Using the term "reasonable"
when describing internal controls for these processes would give the
public less assurance than they would require.

Secondly, it is possible to establish a internal control procedure to
guarantee virtually 100% compliance with the procedure. While the
cost may be prohibitive, the pecint is that it can ke dcne. The word
"reasonable,"” however, implies some single, average level. Another
term is needed to indicate that an internal control system can ensure
various levels of assurance given the cost restraints.

In addition, I have added a reference to representations made to
outside parties because it was the issue of fraud and
misrepresentation to outside parties that brought about this study.
It must, therefore, be recognized that satisfying the external
reporting requirements is an important responsibility of all
organizations as well as a cost to society that must be reduced.
Further, all internal control systems are designed to ensure the
generation of accurate data whether it be that a particular part meets
the required specifications or that balance sheet accurately reflects
operations. To ensure the equal treatment of both, the external data
reporting issue needs to be included in the definition and can not
simply be addressed as one of the "specified objectives" that
management is trying to achieve.



Internal Control in meeting objectives

Several times in the report, it was stated that internal control
systems provide "no more than reasonable assurance that an entity’s
objectives will be achieved." 1I propose that an internal control
system is designed to test compliance to procedures, rules and
guidelines and provides absolutely no assurance as to the achievement
of an entity’s objectives other than those related to internal control
compliance. The internal control system and objectives are related
but only indirectly. They are indirectly related because it is
supposed that the rules and guidelines to which internal contrcl is
testing compliance have been written with the goal of achieving
certain objectives.

It appears, however, you have left this link out of your discussion.
For example, in order to achieve an objective of 18% return on
equipment investments, a system can be designed to authorize only
equipment with estimated returns exceeding 18%. If no proposals
exceed 18%, the control system would correctly reject every proposal.
The objective has not, however, been reached even though the system
has 100% compliance. Thus, I suggest you make the relationship
between internal control and meeting objective clearer.

I hope these suggestions will be useful in the publications of the
final document. If you have any questions regarding my comments or
suggestions, contact me at (402)476-2811.

Sincerely,

Wikl BHK

Michael D. Roe
Financial Consultant



Donald G. Perry 7
Certified Public Accountant
533 Airport Blvd. Suite 47/
Burlingame, CA 94C10
(415) 375-779<
Fax: (415) 348-7384

May 1, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

Sixth Floor

New York, NY 10036-8775

Dear Sirs:

On April 18, 1991, I sent you my original comments on the Exposure Draft of Internal
Controls-Integrated Framework. Enclosed are my comments on the detailed part of the
Exposure Draft itself. Should you wish further discussion of these comments, please feel free
to contact me.

It is obvious that there has been a good deal of effort extended in the Exposure Draft and I
commend those involved in drafting it. Please accept my comments in the same vein.

Very truly yours,

~

/’/ (Tvig (1/ // ’ ,.’( LH} -

TR -

Donald G. Perry

/ab



INTERNAL CONTROL-INTEGRATED FRAMEWORK
EXPOSURE DRAFT MARCH 12, 1991
COMMENTS OF DONALD PERRY

The guidance sought by Treadway implicitly looks for a concise definition of internal control.
This Exposure Draft is not concise nor does it guide but rather provides extensive alternatives
to be followed in internal control. The core definition seems to be basically flawed. Integrity,
ethical values and competence as well as risk assessment and information systems are not
components of internal control, they are rather factors to be considered in evaluation of internal
control. It would seem to me that internal control consists of "interrelated components with the
control environment serving as the foundation for the other components which are establishing
objectives, control procedures and monitoring."

On Page 9 in Chapter 1 there is a statement "An effective control system requires an ultimate
owner, the CEOQ." A better ultimate owner would be the Board of Directors. In addition, there
should be other organizations recognized such as non-profit, joint ventures, partnerships, etc.

Page 13 states "Expectations differ regarding what control systems can be expected to
accomplish.” It seems to me that the guidance being addressed in this Exposure Draft should
remove such differences.

In Chapter 2 the Prudent Person Concept implies the controls are always dependent on a prudent
person. In my opinion controls can be spelled out in procedures and policies and exercised by
any clerk who need not be a prudent person.

"Management override can occur for any number of reasons." I feel that a good control system
should preclude effective management override.

Chapter 3 "Senior managers in charge of organizational units have oversight responsibility for
internal control related to their unit’s objective.” This does not really pertain in well-run entities
where the system can be spelled out to preclude senior managers from having such
responsibility.

"The CFO (is) central to the way management exercises control.”" The Board of Directors, the
Audit Committee, the CEO are certainly more central to the way management exercises control
than the CFO. As later stated "All Board Committees, through their oversight roles, are an
important part of the internal control system."

Chapter 4. The statement under "Scope and Frequency" "Integrity and ethical values are
practical at all levels of the organization and its people are competent," would seen to be
obviated by the statement "control procedures are established to ensure policy compliance in
addressing risks related to achievements of the activity objectives. "



What does "Entity-wide and activity objectives and related implementation strategies are
established" mean?

Page 35 in discussing limits on evaluation of internal control systems says "only one category
of objectives, such as those relating to the reliability of financial reporting” might be evaluated.
Rather, it should be limited to an area, such as payroll, revenue, accounts payable, etc. A
category of reliability of financial reporting encompasses all functions.

The Evaluation Process puts Understanding the Internal Control System separate and ahead of
Testing. One cannot fully understand without going through the testing process; therefore the
evaluation should combine Understanding and Testing.

In Chapter 6 there is a statement "Integrity is a prerequisite for ethical behavior in all aspects
of an enterprise’s activities, not just those related to internal control.” I agree with that
statement and therefore integrity is not really a component of internal control. As it states on
Page 62 "Organizational factors can influence...ethical behavior.” Further, " reducing these
incentives and temptations can go a long way in diminishing undesirable behavior...within the
context of sound and profitable business practices.” I.e., a good system of internal control; or
"a well controlled operational and financial reporting system can serve as a safeguard against
temptation to misstate performance." This does not sound like a component but a result of
internal control.

Chapter 7 contains "since no two operating divisions or foreign or domestic subsidiaries are
managed in the same way, it is unlikely that their control environments will be the same."” This
should be the goal of an internal control system and a result of the control environment and the
“tone at the top."

In Chapter 8 the objectives covered do not involve controls; good control is an objective itself.
"Increase coop allowances by 10 percent" is not an internal control. As stated at the bottom of
Page 81, "goals and controls differ.” The financial reporting objective examples again are not
controls. These seem to be derived from AICPA literature, not internal control definition. The
bullets on Page 83 are almost ridiculous for a discussion of internal control. Page 85 says
"When objectives depart from past practices...this should lead to different-and tighter-controls. "
This does not follow since past practice could have been based on poor controls which should
not be perpetuated.

Chapter 9. The second paragraph of this chapter states, "The process of identifying, analyzing
and managing risk is an on-going itertive process and is a critical component of an effective
internal control system.” In fact, it is a means to identify critical components, not an end in
itself. As stated on Page 95 "Once the significance and likelihood of risk has been assessed,
management needs to consider how the risk should be managed," in other words, after assessing
risk, internal controls can be considered.

Chapter 10. This chapter seems concerned strictly with electronic data processing systems.
There are other systems as well. As Paragraph 2 says, "Control procedures include the
procedures to insure the information systems provide reliable information,"” not that information



systems are a component of control. Again, Page 109, "The quality of information available
to management depends largely on the functioning of control procedures."

Chapter 11. This chapter too heavily emphasizes the information system from the prior chapter.
The discussion of Entity Specific factors on Page 119 should be covered in Control
Environment, not here in Chapter 11.

Chapter 12. This is the "Tone at the Top," not a component of control in itself. The means
of communication again speaks of control procedures, not components.

Chapter 13. This chapter overall is too detailed for this publication.

There is a cross-reference to Chapter 10 under the caption Identification/Modification Process
that I cannot locate in Chapter 10.

Under the Caption "Mechanisms" is a discussion stating that "a standard for effective internal
control is the existence of mechanisms to opportunely identify changes.” I do not agree that this
is a standard for internal control.

Chapter 14. I have no comment.

Chapter 15. The chapter is obviated by the comment on the top of Page 144 "It should be
recognized that public management reporting on internal control is not a component of, or
criterion for, effective internal control.”

The comments under "Timeframe" are counter to the conclusions to Chapter 1 that "point-in-
time reporting is most appropriate."

The statement on Page 154 that "No internal control system can guarantee reliable financial
reporting" negates the entire exposure draft and Treadway report.

The illustrative report on Page 156 would seem to require that this document accompany any
such report.

The section headed "Effectiveness" seems to cancel out the preceding 156 pages of the exposure
draft.



| Teachers Insurance and Annuity Association Craig P. Milier, CP/.
College Retirement Equities Fund Sew:;ddlf;m-' Presicen:
ana Auaier
730 Third Avenue 212 916-4707

New York, NY 10017

May 2, 1991

COSO Committee
1211 Avenue of the Americas
New York, New York 10036

Dear Sirs:

Thomas Jones, member of the Financial Executives Institute and my
manager, had requested my input to the exposure draft, "Internal Control
- Integrated Framework." The following are my summary observations:

. In my view, extending the definition of internal control beyond the
confines of financial reporting is most appropriate. The more
encompassing definition is a necessary extension of the more
traditional and narrower view of what comprises a good internal
control system framework.

. The evaluation tools provided by COSO serve as a good starting
point for evaluation of a company's internal control system. With
the necessary tailoring, the proposed guidelines should serve most
companies' purposes well.

. I would be less concerned with the "unwarranted regulation", which
management seems to fear the COSO report may bring. Any regulation
forthcoming (and there will be) would more likely be lessened by a
more proactive management.

. The exposure draft is quite extensive ... more so then I would have
anticipated. My concern is that the sheer volume of material
provided may discourage reference and use by management rather than
"help management of businesses of other entities better control
their organizations' activities".

Pernaps, presentation in a two booklet format may be more
practical: one with an executive summary, followed by the
background and theory; the other with evaluation guidelines for the
corporate internal control structure.

I thank you, in advance, for considering the above.

Sincerely,

ce: CCR Committee ‘\YNTKQZJI_SLGNQ

Thomas Jones

/0.



JOHN R. SCHUYLER
PLANNING & EVALUATION TECHNOLOG Y

RISK AND DECISION ANALYSIS - BUSINESS MODELING - SHORT COURSES

15492 East Chenango Avenue
Aurora, Colorado 80015-1703
(303) 693-1883

May 4, 1991

Committee of Sponsoring Organizations of
the Treadway Commission

1211 Avenue of the Americas, 6th Floor

New York, NY 10036-8775

Dear Colleagues:

I have examined sections of the exposure draft, "Internal
Control - Integrated Framework" (March 12, 1991). I was
hoping to find appropriate recognition of decision analysis
techniques as an integral facet of internal control. This
is not present in the document, and I strongly urge you to
add appropriate mention of these techniques to the final
report.

By decision analysis, I'm referring to the techniques to
assist analysts and managers in making wise determinations
under conditions of risk and uncertainty. The principal
calculation techniques are decision tree analysis and Monte
Carlo simulation. Probability is the language of
uncertainty, and I found no mention of even using
probabilities in the exposure draft (there is a veiled
reference on page 94). Decision analysis is the only
logical and consistent approach for recognizing risks and
uncertainties in an analysis. How could this have been
omitted in a document about control risks?

Among the places to address decision analysis:

- Objectives section. The company's preferences (values,
beliefs, and attitudes) should be expressly recognized.
I advocate segregating preferences into three groups:

. different objectives
. time value of money
. attitude about risk

Unless these preferences can be represented in the
analysis, it is impossible to logically analyze
decision (e.g., control) alternatives.

- Risk Assessment section. Risk analysis is often used
as a synonym of decision analysis; many practitioners
make a distinction, but that is not critical. What is



important is that assessments about the outcomes of
chance events be quantified and used logically in the
analysis.

- Communications section. Subjective and word qualifiers
about risk are inherently imprecise. Alternatively, a
probability distribution completely and unambiguously
represents an expert's judgment about a parameter or
event of concern. A decision analysis provides a
framework for an analysis or decision problem; it
facilitates communication among the analysis team and
other interested parties. It appalls me that most
business projections are still being made with
deterministic models when certain input parameters
should be represented by probability distributions.

I would like to see you release a credible, responsible
document. The exposure draft needs a lot of work to correct
the deficiencies I've touched upon. If your committee would
like to incorporate decision analysis concepts into the
revised document, I would be glad to lend a hand.

Sincerely,

(oton £ >4c/’:/7/(/

John R. Schuyler, P.E., C.M.A.
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CENTRAL LOUISIANA ELECTRIC COMPANY, INC.

T. J. Gauthier
Manager, Internal Audit &
Management Consulting

May 9, 1991

Committee of Sponsoring Organlzatlons
of the Treadway Commission

1211 Avenue of the Americas

6th Floor

New York, NY 10036-8775

Dear Sirs:

Enclosed are my comments on the exposure draft
"Internal Control - Integrated Framework" which you issued
March 12, 1991.

Overall, I believe this document to be seriously
flawed in several respects - as I explain on the attached
detailed comments. The fundamental problems have to do
with ambiguities, qualifications and stretched
conceptualizations.

Your definition of internal control is reminiscent of
the classic definition of an elephant given by several
blind men - it was obviously put together to mollify
several different constituencies. It is obviously a
definition by committee.

Your control components are a mixture of philosophical
abstractions and concrete principles. A couple of them
are also subdivided to make two were one will suffice.

Flnally the whole documented is tainted by the
AICPA's primary mechanism for avoiding respon51b111ty for
audit failure - reasonable assurance. This infamous
concept threads its way throughout the document to such an
extent that it renders it useless as a management concept.

Sincerely,

2030 Donahue Ferry Road, P O. Box 5000, Pineville, LA 71361-5000, Telephone 318-484-7400

Pl
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INTERNAL CONTROL -~ INTEGRATED FRAMEWORK
DETAILED COMMENTS
THOMAS J. GAUTHIER

Reasonable Assurance

This is an exce551ve1y broad and vague term. It is
also objectionable because its use by CPA firms has
come to mean a way they can evade responsibility for
audit failures. In has come to imply that
responsibility for failure can be avoided under its
all encompassing guise. In the vernacular, the term
is "weasel words".

The whole concept of good management implies taking
respon51b111ty. Therefore, we should not undermine
the idea of management responsibility with the the
backsliding concept of reasonable assurance.

If we have to have the concept of assurance in the
definition, and I believe we must,then lets make no
bones about it and just say "Assurance" without
qualification. Of course, we will have to be prepared
to face the consequences of failure. That is a basic
responsibility managers owe to shareholders, owners,
contributors or taxpayers. Nothlng short of taklng
respon51b111ty for the functioning of the organization
should suffice.

Integrity, Ethical Values and Competence

The concepts of integrity and ethical values too
philosophical in nature to be control components; they
are better suited as guiding pr1nc1p1es. Control
components should have some objective standard of
measurement in the ordinary course of business.
Integrity and ethical values are vague concepts that
do not have such standards. The can, in fact, only be
measured in the negative sense - the results which
occur when they are obviously lacking.

Competence, on the other hand, can be measured in both
the positive and negatlve sense. We can define
generally accepted qualifications for each position in
an organization. We can measure if incumbents possess
these qualification and if they do not. Competence
is, therefore, a true control component in that it can
be measured positively and negatively.

Integrity and ethical values, however, cannot be
measured positively. The only positive evidence of
their existence within an organization is management
assertions. Never let it be forgotten that the
scoundrel always clothes himself in the rhetorical
fabric of integrity and ethics.



INTERNAL CONTROL - INTEGRATED FRAMEWORK
DETAILED COMMENTS
THOMAS J. GAUTHIER

Integrity and ethical values should be put forth as
guiding principles for all well run organizations;
philosophical underpinnings of good management.
Weaving them into the definition as control components
adds an unacceptable element of ambiguity to it.

Control Environment

This concept is excellent, but it is not fully
defined.

The idea of management philosophy is, like integrity
and ethics, an ambiguous concept that is more suited
as a guiding principle. Mixing it into a solid
component is not appropriate.

Control environment should include the plan of
organization, system of record keeping, and procedures
and practices management has installed to ensure goals
are achieved efficiently and effectively. The last
duet is of vital importance to the concept of control
environment. All of the practices and procedures and
record keeping should be designed not only to achieve
goals, but to achieve them efficiently and
effectively. Any definition of control environment
which fails to mention this duet is deficient.

Control Procedures

This is a subset of the control environment component.
It should be covered by the procedures and practices
part of the control environment definition. It need
not have a separate status as a component.

Control procedures are also like information systems,
below, in that they are tools effective management
uses. Tools are not components.

Information Systems

This is one of those items included in the definition
of internal control to mollify someone, probably the
IBM representative.

This is not a control component, it is a management
tool. The organization's information system is a tool
used by management to control the organization. This
does not make it a control component. An organization
can have state-of-the-art information technology that



INTERNAL CONTROL - INTEGRATED FRAMEWORK
DETAILED COMMENTS
THOMAS J. GAUTHIER

is absolutely useless because management does not know
how to use it to control the organization. The
information system, by itself, does not add an element
of control. 1Its use by competent management does.
Therefore, it is only a tool.

Corrective Action

The concept of corrective action is missing from your
list of control components. It may be the most
1mportant If somethlng goes wrong, mechanisms must
be in place to fix it. Whatever those mechanisms are,
they fall under the concept of corrective action.

Scope of Reporting to External Parties

Why do we want to set out a comprehen51ve framework of
internal control then 1gnore it when it comes time to
report to external parties?

As presented, this section adopts the CPA's limited
v1ew of 1nterna1 control. It glves the definite
1mpres51on that all of the foregoing is simply
window-dressing.

Yes, investors want to be given assurance that
financial statements are prepared under a sound system
of control. But, don't they also want to be assured
that the organlzatlon is operating eff1c1ent1y and
effect1ve1y° Exceptlonally good financial controls in
an organization that is operating inefficiently and
ineffectively will produce financial statements that
are good representatlons. However, they tell the
investor nothing about how the organization is
operating.

We need a two part reporting process. One citing
financial controls and the other citing the
administrative and operating controls that foster
efficient and effective operations.



Imperial Tobacco Limited /Limitee

Committee of Sponsoring Organizations
1211 Avenue of the Americas,

6 th floor

New-York,

NY 10036 8775

April 26, 1991

RE: COSO Exposure Draft

I found your summary of the exposure draft on Integrated Framework
of Internal Controls - Its Significant to Executives interesting.
I would like to obtain a copy of the COSO Exposure Draft. Please
send me one to my business address appearing herein.

Also, once your entire report entitled Internal Control -
Integrated Framework will be available, I would like to obtain a
copy. I find this type of quality material helpful in explaining to
our company's managers the essence of internal controls and the
role of internal auditors in assessing the quality of our
organization's internal and business controls. I also intend to
discuss this report with our Audit Committee of the Borad.

Thank you,

s e

O AT N Saliai
/

Internal Audit Manager




Committee of |
Sponsoring Organizations of the Treadway Commission

1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

May 30, 1991

To: Richard M. BSteinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to C080
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Advisors

Gentlemen:

Here is the third batch of comment letters (there are six) on the
exposure draft, "Internal Control -- Integrated Approach.

Sincerely,

Thomas P. Kelley, CPA
Group Vice President

.
Professional
TPK:jmy
Enclosure
Robert L. May. Chairman . Aivin A. Arens William G. Bishop Thomas M. O Toole P. Norman Roy
Representing the Representing the Representing The Representing the Representing the

American Institute of American Accounting Association Institute of Internal Auditors National Association of Accountants Financial Executives Institute
Centified Public Accountants
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- TranSOk, InC. P.O. Box 3008

Tuisa, Okiahoma 74101

Marjo N. Miller, CPA 918-5§1-9300

Vice President
Corporate Services

May 9, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

Sixth Floor

New York, NY 10036-8775

To Whom it May Concern:

Having worked in internal auditing for fifteen years and developed some of their
standards, I looked forward to the COSO document on internal control. It is a
difficult subject that has many applications. All of the organizations which
contributed resources to undertake the study are to be commended.

My suggestions fall into three categories. I believe changes to the draft document
would make the final report more useful to the business community.

Duplicativ mponents

If internal control is to be reported on, which several groups are currently pushing,
then internal control criteria need to be clear.

This document would be more casily used if the nine internal control elements
were reduced to eliminate overlaps. For example, the Control Environment and
Control Procedures could be combined. These items could even be combined with a
broader discussion of Risk Assessment. Two other items which could be combined
are: Information Systems and Communication; the foregoing is simply one form of
communication.

Another suggestion which would increase readability would be to shorten the
executive summary to less that 10 pages. It will be a rare CEO who reads a 47
page "summary"”.

Emphasis on Financial Activities

This document emphasizes internal control as it relates to financial activities.
Internal control concepts are equally applicable to operational activities. COSO
should broaden their approach to this internal control definition so it can be used
by all who must control the many aspects of business. I think that presently the
public and lavmen are being mislead that this COSO internal control document
presents an all-encompassing way to prevent fraud when in reality it addresses
financial activities only.

A CENTRAL AND SOUTH WEST COMPANY
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f ian
Particularly with the narrow financial scope of this document, and its overlapping
and duplicative elements, the cost to comply with this internal control approach
would increase audit fees 10% - 20%. It is well-known that businesses are finding
the rapidly escalating audit fees unacceptable.
Thank you for the opportunity to comment on this document.

Sincerely,

M ((A?'.':f' . TN
Marjo N. Mjlier
MNM:mw
¢  Representative Ron Wyden

2452 Rayburn House Office Building
Washington, DC 20515-3703



THE MICRO PRODUCTS CO.
20 NORTH WACKER DRIVE
CHICAGO. ILLINOIS 60606

(312) 782-7468

TLX - 283545

M. PauL HUNT

PRESIDENT

May 16, 1991

The Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas, 6th Floor

New York, NY 10036-8775

Subject: Internal Control - Integrated Framework, Part 1
Executive Briefing, Exposure Draft, March 12, 1991

Reference: Page 12 - Management Integrity
Dear Sirs,

Ideally, "a strong active board" could provide the controls that this
study is hoping to establish, but if "absolute control" is the object
of this study, there must be recourse above the board. I wish I
could help, but integrity is rare.

- The government has demonstrated its brand in the "Keating Five".

- Educational institutions demonstrated their brand in the
"allocation of costs" assigned to grants from the government.

- Our public auditing firms are themselves under attack.
Perhaps the news media is the ideal choice to expose abuses in business
practice, and unless or until a better alternative is found, it will
be the "control" of choice.
Sincerely,

M Feul Nerdt—

M. Paul Hunt
President

MPH: jo

Enclosures

—

5
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OBSERVATIONS
Some of the more important observations gained in the conduct of this study are:

o Management Integrity. Management usually is in a position to override
other controls and ignore or stifle communications from subordinates,
enabling a dishonest management which intentionally misreports resuits
to cover its tracks. There are certain controls which can help to
compensate for this. They include effective upward communication
channels to the board of directors, coupled with strong internal audit and
legal functions with direct access to the board. A strong, active board is
likely to be in the best position to identify and correct such a problem.

o Diverse Views--Common Framework. Throughout the study, a
tremendous diversity of views and of convictions on the subject of
internal control were evident, pointing up the critical need for all parties
to understand each other. To facilitate mutual understanding it is
important that the different parties talk the same language. Once the
language "gap" was bridged by participants in this study, it became
evident that despite the diversity of needs and perspectives, most of the
differences are reconcilable.

For exampie, internal control is viewed broadly by some as
encompassing virtually all activities of a business. Others see it from a
more narrowly focused perspective, dealing primarily with the reliability
- of published financial statements. One view is not "better" than the
other. Each is appropriate in terms of serving different needs. However,
it is possible--with a broad definition of internal control--to accommodate
both views without compromising substance or principle. The
framework presented in this report facilitates management’s view of
controls from the broad perspective of running an enterprise, while it
enables a directed focus on narrower areas.

Although there are diversities of view--many reconcilable, though some
requiring a definitional decision--it's important that a framework provide
common ground on which mutual understanding and language can be
built. The Committee of Sponsoring Organizations of the Treadway
Commission® believes that this report should serve as that framework.
The intent is to provide a starting point for implementation by individual
entities, for education, and for assessments of internal control. It is
suggested that other interested parties also use this framework for
initiatives on internal control that may follow.

3/ These organizations are the American Accounting Association, American
Institute of Certified Public Accountants, Financial Executives Institute,
Institute of Internal Auditors, and National Association of Accountants.
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While Outside Directors’ Pay Increases,
Independence From Managers May Fade

By JoANN S. LuBLIN
Staff Reporter of THE WALL STREET JOURNAL

Lots of people gripe about the pay for
part-time jobs, but Donald P. Jacobs is no
whiner: Last year, he made $198,000 serv-
ing on the boards of five big companies.

That's about $50,000 more than his full-
time salary, as dean of Northwestern Uni-
versity's Kellogg School of Management.

The sweet deal may soon become
sweeter still. Next Monday, Unocal Corp.
shareholders are expected to approve a
plan to give Mr. Jacobs and other outside
directors restricted stock once a year. The
shares would come on top of their cash
retainers and fees for attending meetings
and running committees, which for Mr. Ja-
¢cobs totaled $48.750 last year.

Unocal, like much of corporate Amer-
ica, is fattening compensation packages
for outside directors because liability wor-
ries and increased duties make good board
members harder to find and *~ veon Rt
critics fear the increased |
could reduce directors' inde

Unclear Impact

“If your bread is heavily
one company, it's going to be
to quit over poor managemer
Teslik. executive director of
Institutional Investors in Wa:
Besides, nobody knows whe
sating directors better ma
their companies perform ar

Directors’ pay is rising fa
sumer prices and even mana,
Last year, retainers and at!
jumped an average of §.3%
cording to a survey of 352 (
Korn Ferry International,
cruiters. This represents an
$352, Korn/Ferry says.

Equally important, more t
expanding executive-style p
non-management directors
usual free travel and free
General Motors Corp., a new
months; at American Telef
graph Co., free domestic
service; at Hewlett-Packard Co., use of a
laptop personal computer). Increasingly
popular perks include not only long-term
incentives such as stock grants and stock
options but aiso retirement plans, deferred
compensation, life insurance and medical
coverage. There's even talk of annual bo-
nuses for directors.

The hottest perk, offered by more than
two dozen major corporations, allows
board members to bequeath money-an
average of about $1 million—to charity at
no cos! to their estates. Companies finance
a legacy by taking out an insurance poiicy
on a director’'s life.

Donald P.
Jacobs
| Dean,

{ Northwestern
University’s
Kellogg School
of Management

CORPORATE BOARD 1990 CASH AND STOCK

Compensation From Multiple Board Seats

Roger
. | $mith

' Retired
: :| chairman and
| chief executive
officer, Genera!
Motors

CORPORATE BOARD 1990 CASH AND STOCK

MEMBERSHIPS COMPENSATION MEMBERSHIPS COMPENSATION
Commonwealth $40,500° Citicorp $54.250°
Edison

value by holding chief executives account-
able. proponents say.

Representing Holders

“Stock ownership is a reminder that
you are there represemmg shareholders,
not management,” says Thomas Neff,
president of SpencerStuart & Associates,
another executive-search firm. He learned
the lesson firsthand in 1988, when British
media magnate Robert Maxwell was bid-
ding for U.S. publisher Macmillan Inc. Mr.
Neff. a Macmillan board member, had to
choose between the Maxwell offer and a
Jeveraged buy-out proposa! backec by

internationa! Paper $44.000 (estimated;

ThlS article not==.

50 plus stock
»aluec‘ a1 $18.000

CD!G based on

reproduced 1n ==
Web version

it
[ owned about 5,50
use he had insistec
.stock. The holding
. a board must “'dc
pany, not for mar.
| ulimately snare.
elened offer—ar
ut $496,000.
100s¢ 10 be paic
ympanies pay i - -
> common 1s for
2§ as a pay Supp.
e companies i .-
vided stock opiz:
in 1990—triple the proportion in 19&¢

Whether they're getting extra ceas
shares or other perks, mal.y corpore -
reclors reject the notivn thit a niche™ -
package mighit Crimp their ingspena-
] don't think {higher compensatior
ters one bit,"" says Hicks Walidror., re:.>.
chairman and chief executive of A\
Products Inc.. and now chairman ¢! E: .
room Consultants Inc. “Once vou pa:
first nickel, there's a risk.”

Indeed. Mr. Waidron says directors ¢
aren't getting paid what they are w_ -

Please Tumn lo Page B~ Coiun.r. -
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 First Executive Top Officials Protected
 Their Income While Troubles Mounted

By FRrEDERICK ROSE

Staff Reporter of THE WALL STREET JOURNAL

LOS ANGELES-~As First Executive
Corp.'s financial condition was worsening,
top officers of the troubled insurance hoid-
ing company took extraordinary steps to
safeguard millions of dollars of their own
income, despite frequent statements that
the company could ride out the storm.

sion or retirement program. The spokes-
man said that Mr. Carr's apparent gains
from the sale of his partnership interests
were more than offset by $3.8 million
losses on the sale of First Executive stock
last year. Mr. Carr sold the partnership in-
terests in part to pay off a 1989 borrowing
to buy company stock.

Even while rennrting Inccec tataline

This article not
reporduced 1n
Web version

10p omcers were gloomier about future
prospects than some of the company’s own
statements implied.

A spokesman for First Executive said
that the deferred compensation guaranteed
for Mr. Carr and others as well as the
partnership interests in the company's
head office were in lieu of a company pen-

IMLVIG JUpLE TEQIVIL Ui YT VI @GOG, GliW T LIDL
Delaware Life Insurance Co., with 32%.

Rhodes Financial was capitalized with
$22 million last year and, according to
First Executive's 10K annual repont filed
with the SEC, was supposed to set up a
new insurance business to supplant Execu-

Please Turn to Page A6, Column 3




605 Third Avenue )
New York, NY 10158-01-.
212 599-0100 ({

FAX 212 370-452C

May 17, 1991

S
Committee of Sponsoring Organizations Gr arltThomtOIl W
1211 Avenue of the Americas, 6th Floor Accountantsanc
New York, NY 10036-8775 Management Consultznt:

The U.S. Member Firm *

Gentlemen: Grant Thornton Internatic"

This letter is submitted in response to your request for comments concerning the
proposed Integrated Internal Control Framework.

Grant Thornton appreciates the thoroughness and comprehensiveness of the work
performed under COSO's sponsorship. However, we have serious concerns about the
proposed Framework, particularly as it relates to mid-size and smaller entities.

For one thing, the proposed definition of internal control and the accompanying
framework are far too broad. Pursuant to these guidelines (“"the process by which an
entity...achieves reasonable assurance as to...(its)...achievement of specified objectives")
the inability of an entity to achieve any of its objectives, including those relating to
growth and profitability, could be considered an internal control failure. This serves no
useful purpose.

Except for the forgoing, the proposed Framework may be appropriate for the
largest public companies, but it is much too lengthy and complex for mid-sized and
smaller companies. Few middle market entrepreneurs or busy executives have the time
to wade through all this, and we believe that few such entities could implement it on a
cost effective basis. Accordingly, the adoption of the Framework in its present form
would do a disservice to such companies and impose an unfair burden on their
management.

We also call attention to the following:

1. Enhanced internal controls would undoubtedly lead to improved financial
reporting. However, except perhaps for the largest entities, a system of internal
control is not likely to prevent fraudulent financial reporting when "management
fraud" is involved. For most companies, management has the ability to
circumvent even the toughest system, if so inclined. Accordingly, we believe
COSO should ensure better understanding of this and direct attention to those
measures that might help prevent or detect such management fraud.

2. COSO should also seek to enhance understanding that internal controls are not
necessarily an effective means of ensuring the reliability of management
judgements, or the determination of appropriate accounting estimates (e.g.
allowances for uncollectible accounts, loan insurance and loss reserves etc.). This
is because it is inherently more difficult to "control” the quality of judgements
than to prevent or detect quantitative mistatements.



3. We are, of course, aware that the COSO study does not take a position on the
merits of public reporting on internal control systems by management and/or
independent auditors. However the study presents useful guidance for situations
when such reports are prepared and we urge that this guidance require that any
such reports contain a clause pointing out that the (current) assessment of the
entity's controls cannot be assumed to pertain to future periods. (At the present
time, we do not favor requirements for such public reporting because we believe
that until our profession can obtain greater public understanding of the objectives
of an audit and of the limitations of a system of internal control, unnecessary
additional audit costs will be incurred and undue reliance will be placed on such
reports.) -

We hope you have found the forgoing comments helpful and would be pleased to
discuss any of these matters with you further.

Very truly yours,
GRANT THORNTON, by,

G —

National Director of
Accounting and Auditing
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COLLEGE OF BUSINESS ADMINISTRATION
\:\ THE UNIVERSITY OF TEXAS AT AUSTIN

The Charles and Elizabeth Prothro Regents Chair in Business
Department of Accounting* CBA4M.202+ Austin, Texas78712-1172+ (512 ) 471-3632

May 17, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas, 6th Floor

New York, NY 10036-8775

Dear Committee Members:
Re: Internal Control - Integrated Framework

The Exposure Draft identifies two principal purposes of the study and four sets of
questions for readers. Below are my comments on the achievement of purposes, responses
to three of the four sets of questions raised, and comments on the basis for the authors'
conclusions. :

L._Purposes:

The two principal purposes of the COSO-sponsored study are: "to provide a common
ground for mutual understanding of internal control by all interested parties,” and "to
provide criteria against which all entities can assess . . . internal controls."

The study does provide a possible "common ground” for understanding internal control.
The Exposure Draft discusses many relevant concepts and some of their implications for
the design, implementation and evaluation of internal control. However, the 163-page
textual presentation is lengthy and is not sufficiently specific for practical understanding.
In places, treatment of the subject matter is almost academic in that it makes only stylized
reference to actual company experiences. Internal control failures led to the creation of the
Treadway Commission. Are there common threads as to how managements and others
went wrong? Would following the guidance championed in the Exposure Draft have
prevented or detected these problems? If so, how?

The draft does not provide objective standards or "criteria” by which an entity's internal
controls can be judged. Some of the "nine essential components"” are vague and need not
be in place for all companies. Also, as outlined under II. below, some of the nine
components simply don't make sense for self-reporting by public companies.

II._Response to questions raised by COSQ:

Definition (Chapter 1 and §) The Exposure Draft defines internal control as "a
process." Presumably, management would assert that they have a process that conforms to
standards and auditors would report on its conformance. This definition is in contrast to
existing definitions that refer to a condition or state. For example, under AICPA



/7

Committee of Sponsoring Organizations
May 17, 1991
Page 2

definitions, management can assert that there is low risk that material misstatement would
arise and not be detected by internal controls on a timely basis. There is experience with
assertions of low risk of material misstatement. But can management assert that it has an
adequate process? If management makes such an assertion about a process, then can it be
audited? As to components, can an auditor meaningfully verify top management's
"integrity, ethical values and competence,” or its "management philosophy and operating
style™? Idon't see how, and the authors of the study don't offer any suggestions for
guidance.

Components (Chapters 1 and 5 through 14) The nine components identified are
important in an academic discussion of internal control and its effectiveness. Most will
agree that the ideas expressed under Information Systems, Control Procedures,
Communication, Managing Change, and Monitoring are useful. However, the four
remaining components present difficult issues in regard to public reporting by management.

The Integrity, Ethical Values and Competence, Control Environment, Objectives, and Risk
Assessment components are important for control and important for auditor reliance.
However, it is unreasonable to expect that the Integrity and Control Environment
components be part of a self-reporting system by top management. What is the value of
top management's assertion that it has "integrity, ethical values and competence,"” or a
"good management philosophy and operating style"? Also, the Exposure Draft is vague
about how to evaluate the Objectives and Risk Assessment components.

Management Reporting to External Parties (Chapter 15) The proposed reporting
system utilizes an assertion by management that the company meets the COSO standards.
Pages 156-157 present a "clean report” from management. Several questions arise:

Will stockholders, governmental officials and others believe that management
would ever indicate that it doesn't meet the COSO standard due to top
management's lack of integrity, ethical values or competence?
Will auditors ever take exception to management's “clean report" assertion due to
lack of integrity or to an inadequate management philosophy or operating style?
How could an auditor who wishes to take exception demonstrate such deficiencies
:Kdtj(:gb xln'z;nagcmcnt? That is, are these two "most critical components” [p. 69]

e?

What does management's report mean? Does it mean that the risk of material
misstatement is low even before the audit? Does it mean that there will be low risk
of material misstaternent in unaudited interim financial statements? In short, how
can a user gain useful information from the proposed management report?

In my view, the reporting system simply won't work because the nine component criteria
aren't enforceable.

IIL_Basis for Exposure Draft Conclusions:

The study describes its methods as reading or scanning numerous sources, interviews,
questionnaires, and follow-up meetings with various groups. These methods may provide
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useful input. However, they do not form an adequate basis for a policy recommendation
on internal control standards to be applied by all public companies.

- Some relevant questions about the methods of the study are:
Did fespondcnts to the questionnaire frequently mention the nine components?

What alternative guidance was considered? Why were the alternatives rejected by -
the authors?

| Would the control procedures and other elements mentioned in the Exposure Draft
have prevented the failures that led to the creation of the Treadway Commission?

Have the recommendations of the study been pilot-tested to see whether they are
feasible? If so, are they cost justified?

Would implementation of the recommended comrol components by all public
companies be cost effective?

The FDA doesn't allow new drugs to be sold without product tests. I believe that COSO
should not allow less for a new internal control product that may be broadly applied. The
authors of the study simply have not provided adequate justification for their conclusions.

To summarize my views, there is no harm in publishing the Exposure Draft discussion to
provide a common ground for understanding internal control concepts. However, it is not
clear that the study is more useful or better presented than the internal control guidance of
other public accounting firms, textbooks or other sources.

I believe that there is considerable danger in adopting the Exposure Draft discussion as a
standard by which internal controls of public companies can be judged. There is no
demonstration that the guidance will work and certainly no indication that it will be cost
effective for firms, or indeed, in the public's interest. I urge COSO not to warrant that the
Exposure Draft discussion provides adequate criteria for evaluating internal control of
public companies.

In closing, I appreciate the opportunity to comment on the exposure draft. Please contact
me if you have questions about this letter.

Sincerely,

L)Hwm B Sty 7

William R. Kinney, Jr.

db
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May 21, 1991

Committee of Sponsoring Organizations of the
Treadway Commission .

1211 Avenue of the Americas, 6th Flocr

New York, NY 10036-8775

RE: Exposure Draft: Internal Control - Integrated
Pramswork Dated March 12, 1991

I appreciate the opportunity to comment on this exposure draft. My
observations will follow your suggested format.

De tion

The definition is cumbersome and too long. Perhaps the components
can be separated from a main definition. '

For example, I believe an implied function of internal control is
to limit losses to an acceptable level of business risk. Under
the definition, this would have to be a specific objective of
management rather than an implicit function of internal control.

I do feel the final definition must remain broad.

Components

Components and their criteria are acceptable. However, see
suggestion under Definition.

Evaluation

There needs to be greater discussion on the control objectives to
be achieved, the adequacy of the design of the control system and
expansion of the conclusion as to whether the control system is
adequate and operating as intended.



Committee of Sponsoring Organizations of the
Treadway Commission

Nay 21, 1991

Page Two

Managemsent Reporting to Exterpal Parties

- Chapter 15 appears to be the focal point to which the integrated
framework builds. This is confusing because my analysis of the
Treadway Commission’s recommendation for this research does not

lead me to believe public reporting was intended to be
incorporated.

Management Reporting is a worthwhile topic for research and for an
authoritative paper, but it has no place in this framework.

Seneral Comments

This research provides valuable and needed information on the
topic of internal control. However, redundancy adds bulk and
therefore the presentation is difficult to get your arms around.
The *"executive summary” for example, is too long to expect top
executives, CEO's and members of Boards of Directors to read as an
overview.

Sincerely,

N Lt r—

HLAjr:pc
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Phone: (309) 693-8600
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May 22, 1991

Committee of Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775 ’

Dear Committee:

I appreciate the opportunity to comment on the exposure draft of
"Internal Control-Integrated Framework", dated March 12, 1991. My
comments are as follows:

First, regarding definition in Chapter 1, Page 9, the last
paragraph discusses ownership and states "The only truly effective
owner of the control system is the Chief Executive Officer." This
statement appears to mean that if the CEO does not support the
internal control system, then it (an internal control system) does
not exist in the organization. Because of this, I disagree with
the statement that the CEO must be the owner of the internal
control system., I think that if an ultimate owner is necessary
for an internal control system to exist, then that ultimate owner
must be the Board of Directors or, if there is one, the audit
committee of the Board of Directors., I agree that the CEO sets
the tone within the organization for organizational norms, but an
internal control system must go beyond organizational norms, and
in fact, be above those norms.

Therefore, if the CEO is not a strong proponent of internal
controls (for example an entrerpreneur type person who prefers to
operate in a loose environment) then it is up to the Board to
ensure that internal controls exist, This is especially true if
the definition as proposed on Page 1 is going to be used because
this definition states that "Internal control is the process by
which an ‘'entity's Board of Directors', management and/or other
personnel obtain reasonable assurance as to achievement of
specified objectives;....." 1In this definition, it is the Board
of Directors mentioned first, not the CEO. This then would assign
ownership responsibility to the Board, in my understanding.

I am not objecting to the definition of internal control as a
process. What I object to is assigning ownership of this process
to the CEO rather than to the Board of Directors, I firmly
believe that ownership of the process must be assigned at the
highest possible level.

Incorporating:
Spring Hill Nurseries ® 110 EIm Street ® Tipp City. Ohio 45371
Breck Holland B.V. ® P.O. 123 e 2180 AC e Hillegom, Holland
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Second, under "Components" I question the use of "information
systems” as one of the nine components, I feel that many
organizations have effective internal control systems without
adequate information systems., I think that the definition that is
being discussed here is irrelevant.

Timely information must flow to management, but that can be
covered under the Communication heading rather than having a
separate component called "Information Systems."™ My reasoning is
that information systems infers an electronic data processing
system, As a matter of fact, many companies refer to their EDP
Departments as Management Information Systems (MIS) Departments.
With the advent of the PC, of course, even small companies have
some sort of electronic data processing but still do not have
effective information systems under the definition that is
suggested here,

Also under "Components" I especially like the discussion regarding
"management of change"™ whereby it isn't going to look at internal
control systems as static, but rather suggests that "mechanisms
need to be in place to enable the entity to identify, communicate,
evaluate and respond to change on a timely basis."™ I think that
this is critical to a good internal control system,

My final comment under "Components®" is the last component of
"monitoring", where it discusses the fact that "monitoring
includes carrying out routine procedures as well as reacting to
input from auditors, regulators and other parties."™ I suggest
that Internal Audit as a function should be prominent in this
discussion. I think that using the all encompassing "auditors"
rather than differentiating between internal and external auditors
is paying short shrift to the Internal Audit function. I believe
that, as is noted on Page 12, "a strong internal audit function
with direct access to the Board is necessary in a good internal
control system." And I believe that this should be discussed
under "Components",

On Page 136 of your report there is some discussion regarding the
use of audit findings. Once again I do not believe that this
gives a strong recommendation for the use of the Internal Audit
function. 1In Chapter 4, internal auditors are mentioned on Page
36 under "Who Evaluates", but this statement does not give a
strong recommendation for an internal audit function either, but
states rather that "internal auditors normally perform internal
control evaluations as part of their regular duties,....". It
then goes on to say "Because of their training and objectivity,
internal auditors often play an important role in the context of
an overall evaluation program.," I feel a stronger statement could
be made here for the Internal Audit function,

Page 2



The internal auditor is a control specialist and as such is
trained in the evaluation of internal controls. This is one of
their primary reasons for existence. Therefore, the committee
should give the Internal Audit function more credibility and/or
clout with management by taking a stronger stance in the
discussion of "Who Evaluates". :

A statement should be inserted such as, "Because of their
training, internal auditors are called on to perform internal
control evaluations as part of their reqular duties, or upon
special request of Boards of Directors, senior management or
subsidiary or divisional executives. They play an important role
in the context of an overall evaluation program, While it should
be recognized that the Internal Audit function does not....as some
people believe,....have primary responsibility for establishing or
maintaining the internal control system. That, as noted, is
management's responsibility. But internal auditors evaluate the
effectiveness of control systems and, thus, contribute to ongoing
effectiveness., Because of organizational position and authority
in an entity, and the objectivity with which it carries out its
activities, an Internal Audit function often plays a very
significant role in effective internal control." Therefore, by
combining the sentences on Page 36 and Page 27, it will give a
stronger position for the Internal Audit function.

I hope these comments have been helpful to the committee and I
would be willing to discuss them in further detail at any time.

Sincerely yours, .
(J\);SLQJQywm_Si.CijguA&u£QA44%4w~5

William E. Grieshober
Vice President/Controller
Spring Hill Nurseries

WEG/neh
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C ittee of |
s;rgrr:'sorlng Organizations of the Treadway Commission

1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

June 6, 1991

To: Richard M. Steinberg, Coopers & Lybrand
Howard S8iers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Jack Albert, Securities & Exchange Commission
Louis Bisgay, National Association of Accountants

Gentlemen:

This is the fourth batch of comment letters (there are eight) on
the exposure draft, "Internal Control -- Integrated Approach.

Sincerely,

/

P

Thomas P. Kelley, CPA
Group Vice President
Professional

TPK: jmy
Enclosure

Robert L. May. Charman Alvin A. Arens William G. Bishop Thomas M. O'Toole P. Norman Roy

Representing the Representing the Representing The Rapresermng the Repves_emmg the

American Institute of American Accounting Association Institute of internal Auditors National Association of Accountants Financial Executives Institute
Certified Public Accountants



INDEPENDENCE MALL WEST PHILADELPHIA, PA. 18105, U.S.A. TELEPHONE (215) 592-3000
CABLE ADDRESS: ROHMHAAS TELEX B45-247 TWX 710-670-5335 TELECOPIER (215) 582-3377

May 21, 1991 COMPANY

The Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

6th Floor

New York, NY 10036

Subject: Comments on the Internal Control-Integrated Framework
Exposure Draft

Gentlemen:

The definition of internal control and the guidelines for evaluating these
controls as detailed in the report represent a theoretical ideal. Applica-
tion of these concepts to industry, which operates far from this ideal, would
be a great burden adding significantly to the responsibilities of internal
audit departments and external audit fees while adding nothing to the
competitiveness of American industry.

This is not a practical document. The theoretical guidelines presented in
the report imply warranties that cannot possibly exist. There is a great
danger that these guidelines, once in the public domain, will provide the
basis for unwarranted liability and regulation at great cost to industry.

Internal control should not be a business goal in itself but part of a much
broader goal of improving a company’s ability to meet customer needs. A
better way to approach internal control would be to strive for quality as
defined by the Malcolm Baldridge Award. An effective system of internal
control is necessary to achieve this goal and the ultimate reward is
increased competitiveness.

Sincerely,

<;z§;;2§;%?f);;z; er <§T///’~‘\

Vice President and
FWS:mjm Chief Financial Offficer



SHERMAN L. ROSENFIELD, CPA, P.A

8124 S.W. 86th TERRACE
MIAMI, FLORIDA 33143
(305) 5985-4742

May 22, 1991

The Committee of Sponsoring
Organizations of The Treadway
Commission

1211 Avenue of the Americas 64
New York, New York 10036-8775

Subject: Exposure Draft of Internal Control --
Integrated Framework dated March 12, 19391

Dear Sirs:

I have one overall comment with regard to the above referenced
Exposure Draft: The entire approach, of the Exposure Draft,
seems to be from the point of view of large, publicly held
companies and their accounting firms (normally "Big Six").

Perhaps you should get some input from, and redirect your thrust
to include, smaller, proprietor managed firms which are not
publicly held.

One source of information, that I think you might find helpful,,
would be the Private Companies Practice Section of the AICPA's
Division for Firms.

I am not surprised at the approach that you took, in the
Exposure Drafts, 'since the individuals who gave input are either
all with large, publicly held companies or with national CPA
firms. However, there are a significant number of proprietor
operated audit clients out there, who prepare financial state-
ments only for their own use, or for submission to financial
institutions, who have have relatively simple, unsophisticated

control structures and which do not need an elephant gun to
shoot a mosquito.

Very truly yours,,

S QA

Sherman Rosenfield SN

SLR/djg
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VICTOR Z. BRINK, PH.D., C.P.A., C.I1A.

MANAGEMENT CONSULTANT

May 28, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

New York, NY 10036-8775

Gentlemen:

The writer has reviewed in some detail the Internal
Control - Integrated Framework (ICIF). It is a voluminous
and impressive statement and this reviewer can do: no more
than offer some very broad comments, as follows:

The major problem is that ICIF unduly takes over the
total management process, whereas internal control is essen-
tially a supportive activity and only a portion of the en-
tire management process. Internal control provides its
supportive service in two ways a) as a built-in feature of
the various components of the management process - to the
extent practicable - and b) as deliberate post-operational
audit activities, provided by internal and external auditors.

Here I might add that internal auditors begin as a pro-
tective type service - such as compliance, verification, de-
tection of fraud, etc. - and then build on the protective
services to provide betterment - such as greater effective-
ness of policies and procedures and increased profitabil-
ity. External auditors begin normally with independent
assurance of proper financial statements and then can go
on to provide management assistance. The external auditor
can also provide other services on a special engagement basis.

The second related major problem is that ICIF does
not sufficiently focus on the audit dimension of internal
control.

HerzI might add that the management process begins
with resources. Managers take these resources- as they exist
in a particular situation - establish. ' goals and objectives
and work. toward the realization of those goals and ob-
jectives via strategies, policies, implementing actions, re-
porting, evaluation, and controls. The latter, as previously
stated, «ncludes built-in qualities at all stages and in
all portions of the management process, plus gupplemental
audit activities,

4009-3D CALLE SONORA ¢+ LAGUNA HILLS, CA 92653 +« (714 770-2613



VICTOR Z. BRINK, PH.D., C.P.A., C.I1.A. -

MANAGEMENT CONSULTANT

All of the foregoing adds up to the truth that what
internal control is all about is to make management activ-
ities as economical, productive, and effective as is prac-
ticable.

Everything in Parts 1 and 2 of ICIF is useful and rel-
evant but what I think is needed is an introductory base
to set the stage and to show more clearly how all of your
present material fits in. Additionally the treatment of the
Monitoring segment needs to focus more substantively on
internal auditing - how it provides both a) meaningful eval-
uation of existing internal control and b) betterment po-
tentials everywhere in the management process.

As respects Part 3, I think it would be better if
that subject was dealt with at another time and place. Its
inclusion now unduly complicates an already difficult
blending of the management process and the internal control
process.

I hope that my comments will be helpful

Sincerely,

Z/u%@/
ccs B?gggﬁog'ogoﬁ?é%essional Services
The Institute of Internal Auditors

4009-3D CALLE SONORA + LAGUNA HILLS,CA 92653 .« (714) 770-2613



OFFICE OF THE STATE AUDITOR LAWRENCE F. ALWIN, CPA

State Auditor
TWO COMMODORE PLAZA
206 EAST NINTH ST, SUITE 1900 SHARON W. LEGGEYT, CPA
AUSTIN, TEXAS 78701 First Assistant

MAILING: P.O. BOX 12067

AUSTIN, TEXAS 78711-2067 77
o

PHONE: (512) 4794700 FAX 479-4884

May 24, 1991
ET
Mr. Thomas E. Powell e
Director of Professional Practices pee
The Institute of Internal Auditors WG o Tl

249 Maitland Avenue
Altamonte Springs, Florida 32701-4201

Dear Mr. Powell: ] €%

We have reviewed the exposure draft entitled, "Internal Control-Integrated Framework,"
issued by the Committee of Sponsoring Organizations of the Treadway Commission. The
exposure draft contains a broad definition of internal control that encompasses all aspects of
controlling an organization: controls over financial reporting, compliance with laws and
regulations, and operating activities. It also defines nine inter-related components of internal
control that must function in order to have an effective internal control system.

While the focus of the exposure draft is toward a business in the private sector, it has
general application to government entities as well. In your letter dated April 30, 1991, you

proposed five questions for which you wanted specific comments. We have attempted to address
each of the questions as follows:

Question
1. Do you agree with the proposed definition of internal control, including its nine
components? Is it appropriate, understandable, and useful in the evaluation of
control?
Answer

The exposure draft establishes the following definition of external control:
"Internal control is the process by which an entity’s board of directors,
management, and/or other personnel obtain reasonable assurance as to achievement
of specified objectives; it consists of nine interrelated components, with integrity,
ethical values, competence, and the control environment, serving as the foundation
for the other components, which are: establishing objectives, risk assessment,
information systems, control procedures, communication, managing change, and
monitoring."

W
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Mr. Thomas E. Powell

May 24, 1991

Question

Internal control is an elusive concept that holds different meanings for
management, accountants, auditors, and regulators. A principal objective of the
exposure draft is to integrate various existing internal control concepts into a
common framework in which a common definition is established and control
components and their relationships are identified and defined.

We occur with this board definition of internal control because it addresses
significant control issues that are applicable to state government in Texas. The
big picture integrated system approach to internal control is clearly a significant
and important change in the traditional view of internal control and closely
parallels a management control methodology that we have developed and are
using to evaluate management controls at the 30 largest agencies in the State of
Texas.

The proposed definition is important because it stresses an outcomes-driven
approach tied to the mission, goals, and objectives of the organization. Such an
integrated system, which is a living part of any organization, is the only way that
those who lead organizations can have early warning signals early enough to take
corrective actions before a crisis situation occurs.

Do you believe that the control concepts presented in the exposure draft will be
useful in helping managers improve control over their activities in your
organization?

Answer

Yes, the control concepts presented are critical to any organization. Highly
developed skills in each of these areas is essential to good management as well
as good government.

These elements tie very closely to current issues concerning management of
government agencies in the State of Texas. The need for adequate mission
statements, strategic planning processes with measurable goals and objectives,
adequate information systems, managing change, and the need for more effective
monitoring and evaluation processes tie very closely to the elements presented in



Mr. Thomas E. Powell

May 24, 1991

Question

Question

the exposure draft.

The exposure draft makes two very important points, the first that management is
responsible for the state of their management control systems and the second is
the emphasis on the fact that people are the critical factor in the success of any
control system.

Do you believe that the evaluation tools contained in the exposure draft will assist
your organization in evaluating the adequacy and effectiveness of internal control?
Do you feel that an extended test period is needed to assess applicability across
different organizational environments?

Answer

Yes, we see the tools presented in the exposure draft as useful guidelines for
performing an organization-wide evaluation of internal control. However, they
should not be adopted without adapting them to the specific needs of the
organization being reviewed.

No, an extended test period is not necessary. We feel that the elements presented
in the exposure draft are basic to any comprehensive control system in both
government and private sector organizations.

Do you feel that a discussion on management reporting to external parties should

be an integral part of this study? If not, do you feel that a separate study is
suggested?

Answer

From the government perspective, we feel that the citizens have the right to know
about the status of management controls within any state agency. There is a great
deal of benefit to be derived from a comprehensive study of management controls
for any organization. We are, in fact, performing management control audits at

>,



Mr. Thomas E. Powell

May 24, 1991

Question

the 30 largest state agencies in Texas. Separate management control audit reports
will be issued for each of these reviews.

The issue of the external reporting, especially controls over compliance with laws
and regulations, may be more of a concern for private sector organizations.

Do you feel that the length of the report is appropriate? Should additional
material be added or certain material be removed? What changes would you
suggest to the current presentation?

Answer

We commend this initiative and believe that it goes a long way to ward achieving
the Treadway Commission recommendation calling for development of a common
definition of internal control that can be used by operating and financial
management, internal and external auditors, audit committees, regulators, and
others. We believe the criteria provides a reasonable framework for organizations
to use to evaluate the effectiveness of internal controls. The committec has
provided a valuable service with this study. From an internal audit perspective,
we believe this document will be a valuable resource to state agency internal
auditors in their evaluations of control systems within their agencies.

Thank you for facilitating the comment process for this very important study.

Sincerely,

awrence F. Alwin, CPA
State Auditor

o
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BayBanks Associates, Inc. A
Audit Services T
Three University Office Park 0 /
95 Sawyer Road

Waltham, MA 02154

(617) 243-3600

BayBanks

May 29, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas, 6th Floor

New York, New York 10036-8775

Gentlemen:

I was pleased to review the draft results of the study conducted
by your group. The study and resulting redefinition of

internal controls effectively brings together some of the
concepts and ideas that those of us in the internal auditor's
community have been talking and writing about for years.

I would like to propose:; however, that serious consideration

be given to addition of another component of internal control.
After reading the document, I see very little, if any, mention of
education of managers and employees regarding internal controls.
In fourteen years of internal auditing, I have found the absence
of a sound understanding of internal control concepts to be a
common weakness with many managers. As a practicing internal
auditor, it remains a continuing source of frustration to have to
educate some managers regarding control concepts while attempting
to provide a useful service that the same managers don't think
they need.

Fundamentally, internal control concepts should be, and are to
some extent, taught in colleges and universities. However, I
think it is equally important for corporate training programs to
emphasize control and to instruct managers "how to" control.

As one of the two primary stated purposes of your study is to
help improve internal controls, I believe education, and/or
training, regarding control concepts is an important issue to
be considered. I would hope that your group would consider the
issue of education as an additional component, or within the
framework of one of the other components, and document the
Committee's thoughts on this subject.

Please contact me if I can be of any assistance.

Sincerely,

A L

Scott D. White, CIA, CBA, CISA
Audit Manager



KPMG Peat Marwick

Certified Public Accountants

767 Fifth Avenue Telephone 212 909 5000 Telecopier 212 909 5299

New York, NY 10153

May 31, 1991

Mr. Gaylan N. Larson

Chairman

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

6th Floor

New York, New York 10036-8775

Dear Mr. Larson:

KPMG Peat Marwick agrees with the guidance in the exposure draft of the report, Internal
Control—Integrated Guidance, issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO report), as a broad framework for management to
evaluate the effectiveness of internal controls. We support the efforts of COSO in
developing internal control guidance, and we believe the reliability of published financial
statements will be enhanced by management reporting on the effectiveness of internal
controls over financial reporting. Although management has been evaluating the
effectiveness of internal control systems for many years, we believe the COSO report is an
excellent tool that can provide additional guidance for management. However, we have the
following comments that we believe would improve the guidance.

Objectives of the Study

The COSO report states that the primary objective of the study is to help management better
control their business. However, we believe that the COSO report should state in chapter 1
that one objective of the report is to provide guidance for evaluating the effectiveness of
internal controls over financial reporting as well as to help management control their
business. By stating this as an objective of the study, the private sector takes a leading
position in this initiative. Also, the cover letter to the COSO report states that the report
was produced as a direct result of the Treadway Commission (Commission)
recommendations which emphasized the need for an effective system of internal control to
prevent fraudulent financial reporting. The suggested change will clarify that the objectives
of the study are consistent with the recommendations of the Commission.

We believe that the COSO report also should emphasize in chapter 1 that the report is a
framework which may be used by management of individual entities to develop specific
programs to evaluate the effectiveness of internal controls over financial reporting. For
example, a manufacturing entity will have to develop specific steps in its evaluation process
that are different from those used by a financial institution.

Definition of Internal Control

We believe the definition of -internal control should be modified to exclude the nine
components. Those nine components are simply one of many ways subparts of internal

T
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KPMG Peat Marwick

Page 2

control may be classified; the classification scheme, in and of itself, is not important to the
definition. Our suggestion for the definition is as follows:

Internal control comprises the environment, plans, policies, systems and
procedures established, executed and monitored by an entity’s board of
directors, management and other personnel to foster achievement of the
entity’s objectives in a prudent, cost-effective manner.

This definition has the following advantages:

» It retains the broad concept of internal control as a process synonymous with
management control of an entity’s resources and activities, along with the concept
that management is responsible for internal control even though many internal
control activities are conducted at lower levels of the organization.

» It retains the concept that internal control is objectives oriented and implies that
internal control design should start with defined objectives.

* It embodies the concept that internal control fosters achievement of an entity’s
objectives rather than provides absolute assurance that defined objectives will be
achieved.

* It embodies the concept that internal control should be considered in light of costs
and benefits.

This suggested definition may be applied to specific objectives within an entity, for
example, objectives relating to financial reporting, in the same manner as is contemplated
elsewhere in the study.

Components

As noted above, we regard the nine components of internal control discussed in the study
as one of many ways the subparts of internal control may be classified. We believe that
any classification scheme is simply a means to organize the discussion and consideration of
those subparts. For example, the definition of internal control proposed in the COSO
report (and the alternative definition we suggest in this letter) is essentially the same as the
broad definition that appears in the professional auditing literature. The only difference is
that the subparts in the auditing literature are classified into only three subparts—the control
environment, the accounting system, and control procedures.

Regardless of the classification scheme used, as one works with the concepts of internal
control, it becomes apparent that an entity’s control activities may be classified in more than
one way. For example, procedures applied by management to follow up on variations
from an entity’s business plan are covered by all three subparts referred to in the auditing
literature.

Recognizing the purpose and inherent limitations of any classification scheme, our
preference would be to reduce the number of classification categories to the following six:

Vol
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Page 3

¢ Commitment to Control

e Management integrity and style
» Corporate culture and ethical values
» Corporate oversight (board/audit committee)
*  Organizational structure
* Self-assessment mechanism
* Planning

* Goals and objectives
* Risk assessment
* Change management

¢ Communication
e Personnel

¢ Monitoring and Feedback

Information system
Internal audit

Outside sources
Response mechanisms

* Control Procedures

o o o o

We believe that reducing the number of categories makes it easier to work with the
document and the concepts more understandable. We recognize that the classification of
control activities is not as important as whether control objectives are met in a cost-effective
manner.

Material Weaknesses

We agree that the material weakness concept is the best measure for determining the
effectiveness of internal controls over financial reporting. However, we believe that the
cost/benefit concept should not be considered in determining whether a deficiency is a
material weakness as implied on page 160. We also believe that chapter 15 should be
amended to state that management should not issue an unqualified opinion on the
effectiveness of internal control over financial reporting if a material weakness exists.

The points of focus in Appendix C have been presented to assist management in developing
a program to review the effectiveness of an entity’s internal control system. However, in
order to enhance the usefulness of the guidance presented in Appendix C, we believe that
there should be a clear link between the points of focus in Appendix C and material
weaknesses which should be the threshold for measuring effectiveness of internal control.

M  Reporting to External Parti

We agree with the COSO report that there should not be external reporting on the
effectiveness of internal controls over operations or compliance with laws and regulations.
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We do not believe that adequate criteria for evaluating the effectiveness of internal controls
over these categories of controls has been developed. We also believe that the reasons for
not proposing public reporting on internal controls over operations and compliance with
laws and regulations should be included in the final COSO report. The Treadway
Commission’s recommendation for management to report on the effectiveness of internal
controls was not intended to include reporting on such internal control objectives.

We agree that both annual and interim financial statements should be included in the scope
of the management report to clarify which financial statements are covered by
management’s report. Further, in order to ensure that user’s expectations do not exceed the
scope of management’s assertion on the effectiveness of the internal control system
included in its report, a caveat should be included in management’s report for inherent
limitations of internal controls.

On page 152, the COSO report states that a reader of the management report “... might
justifiably assume an internal control system or certain components of the system
considered to be effective at a point in time will continue to be effective in the future." We
believe that the COSO report should more clearly state that the conclusions in the
management report with respect to effectiveness of internal controls over financial reporting
cannot be projected to future periods.

Other Comments

The COSO report appears to be directed primarily towards large, publicly-owned
corporations rather than smaller entities. Some of the discussion of the components would
not apply to smaller entities. For example, few small entities have an internal audit
function, a formal code of conduct, or an audit committee. Also, the formal evaluation
process as described in the COSO report would be disproportionately time consuming and
costly for the smaller entities. There are other examples throughout the report that may
prove difficult for the small entity to implement. We believe the COSO report should
address the needs of the small entities separately and recognize that the same level of
controls may not be necessary for small entities.

The COSO report refers to but does not include the audit committee guidelines contained in

the Treadway Commission report. We believe such guidance should be included in an
appendix to the COSO report.

* %k %k %

We would be pleased to discuss any comments that you may have concerning our letter.

Very truly yours,

(Prg Aot Wersocid

KPMG PEAT MARWICK

3>
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Certified Public Accountants

Three Chestnut Ridge Road Telephone 201 307 7000 Telecopiers 201 930 8617
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June 1, 1991

Committee of Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas

6th Floor

New York City, New York 10036-8775

Dear Sirs;

I am writing to comment on the recently exposed document entitled, Internal Control-
Integrated Framework (hereafter, "the document"). My concerns about the document are
described below. However, I must preface these descriptions by noting that, despite the
KPMG Peat Marwick letterhead, I am writing as a member of the academic community.
Specifically, effective this fall I will be leaving my temporary position with KPMG and
returning to the University of Illinois at Urbana—Champalgn where I hold a permanent
position as Professor of Accountancy.

As a member of the academic community, I am especially concerned about the nature of
many of the conclusions drawn in the document given the research program which was the
apparent basis for them. I would characterize the research as an opinion survey (coupled
with a literature review). From such a survey one can learn a number of valuable things--
especially what persons' perceptions are. For example, this type of research program is
especially useful for learning that there are many diverse views of what internal control is
and who owns it. However, this type of research program is not very good for drawing
conclusions about actual real-world relationships-- for example, determining what actuaily
causes internal control failures or what makes a control system effective. Field studies or
experimentation would seem to be more appropriate if the objective is to address real-world
empirical phenomena. Unfortunately, the comparative advantages and disadvantages of
the research program are pot adequately reflected in the document especially pot in the
conclusions drawn therein.

I also think that the role of incentives is pot adequately considered within the document.
Indeed, the document virtually ignores incentives. This, of course, is in substantial
contrast with the scholarly accounting literature and is in contrast with much of the popular
business press. As I see it, incentives can be viewed as an alternative to control in the
traditional sense. Indeed, adopting this alternative would provide a much more positive
frame for the whole project relative to that currently in place. That is, in modern business
environs, people are viewed in a positive light, but are recognized as economic animals
who will respond to economic incentives. They are, therefore, empowered to "get the job
done" within a setting in which it will be in their interest to do so. This frame contrasts

-y
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with the more traditional view-- people are viewed as inherently "evil" and in need of
control.

In addition, I have several concerns related to the definition of internal control. First, I am
concerned about aspects of the notion of "reasonable assurance" and about the
operationalization of this notion in terms of the so-called "prudent person" and in terms of
"cost-benefit analysis." Specifically, consistent with considerable prior literature, the
document states that internal control provides reasonable rather than absolute assurance.
Further, we are told that reasonable assurance envisions that persons will act prudently and
(implicitly) that controls should be instituted to the extent that they are cost beneficial.
These are not new notions. Nevertheless, I have some concerns about the extent to which
they actually can be used in practice to guide the appropriate establishment of controls
which in turn (as the document notes) is intended to ensure reliable financial reporting.
Consider the following example-- Company X could establish control A at a cost of
$1,000,000.00. If control A were established, Company X would save $1,001,000.00
(i.e., a return on the investment of .1%). Thus, from the cost -benefit perspective
presented in the document, it seems that control A should be established. However, if
Company X were to invest $1,000,000.00 to expand its production capacity (instead of
establishing control A), it would earn a return of 15%. Should Company X be expected to
make the investment in the control?

This example points our that the opportunity cost of funds potentially invested in internal
controls must be considered. However, there still are other issues which complicate
practical application of these concepts. To illustrate, it is not clear how even when
alternative uses of funds are considered, focussing on control costs and benefits necessarily
will result in the optimal level of reliable financial reporting?? Similarly, considerable
academic research has reported that people generally do not have a good understanding of
how much they know. Consequently, I am puzzled about the description of a prudent
person as someone who is " . . .aware of his or her own ignorance . . . " Also, it would
seem more appropriate to characterize the level of ability of the prudent person as at least
the average ability of those in his/her profession. This discussion suggests that the notions
of reasonable assurance, the prudent person and cost-benefit analysis are not sufficiently
developed for the purpose of guiding practice with respect to internal control system design
within US companies. Such a concern becomes exacerbated if one recognizes that many
US companies are multinational in character and that there may be substantial differences
amongst nations in terms of how these notions are operationalized.

Lastly, the role of ethical values in the internal control definition remains something of a
dilemma to me. On the one hand, I can see the vaiue of discussing the need for businesses
to encourage employees to do what is "right" as opposed to what is allowed by regulation
or legislation. On the other hand, however, this seems inevitably to lead to a quagmire. To
illustrate, doing what is right seems to require one to articulate a philosophical perspective
which provides the basis for evaluating actions. However, since no one philosophical
perspective can be shown to be better than another and since each could lead to different
notions of what is right, it is not clear that anything will be gained by this (i.e., since any
behavior can be shown to be consistent with some philosophical perspective).
Nevertheless, management will be forced to articulate their philosophy and, perhaps this is
the benefit-- once it is articulated, it is open for scrutiny. Irrespective of the value of such
articulation, I find that the statement in the accompanying discussion that "ethics pays" is
somewhat gratuitous and overly simplified. Clearly, the popular press is full of
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instances (e.g., firms selling chemical weapons to countries like Iran and drug companies
selling AIDS drugs at very high prices) in which this may not be the case unless one is

willing to take an extremely long-term perspective or adopt a very unusual philosophical
perspective.

Sincerely,

YAl

Ira Solomon
Professor of Accountancy
University of Illinois at Urbana-Champaign
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June 3, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

New York, New York 10036-8775

Dear "COSQ":

I appreciate the effort that went into generating the Internal Control
exposure draft. There is very much in the draft which will be useful.
Understanding a total framework of internal control is a large task which
grows in dimension when trying to write it down. I have not undertaken
such a task, so 1 feel a bit presumptuous commenting on one that others
have done. None-the-less, I have one comment and one concern associated
with the draft.

THE CONCERN

Having provided something which is reputed to be "everything you ever
wanted to know about internal control", we are likely to have some
regulatory or legislative body attempt to codify it. Then, instead of
having something which is useful in guiding and evaluating our
businesses, we will have something which will be burdensome because it
will not quite fit when it is written in law or regulation.

THE COMMENT
Throughout the draft, it appears that there is confusion about what is
internal control and what is "process". In this statement 1 define
"process" as the steps necessary to produce an on-spec product or
service. For example, if we want to make a piece out of bar stock,
the "process" defines all of the steps necessary to:

-purchase the proper material and get it to the machining line.
-machine the piece, including appropriate speeds and feeds and other
machining instructions necessary to produce the proper specifications
a predictable percentage of the time (presumable very close to 100% of
the time).

-handle the piece in the processing 1ine and subsequently until the
customer receives the piece and is happy with it.

Telex 210-097
FAX (815) 758-3711



In my opinion, internal control is what you need to do to ensure that
the "process" does what it is supposed to do and is followed. The
same separation of definitions works in the finance area. The process
defines all of the steps necessary to (for example) properly close the
books. Internal control is what you need to do to assure that the
process works and that you actually did what you have previously
defined as the way to properly close the books. Clearly, even though
internal control may be separate from process, the two must be closely
integrated to benefit from timely feedback.

Thank you for an opportunity to comment on such a large undertaking.
Very truly yours,
Alan D. Skouby //f/'

mjh
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Commlttee of
Sponsoring Organizations of the Treadway Commission

1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

June 12, 1991

To: Richard M. Steinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Jack Albert, Securities & Exchange Commission
Louis Bisgay, National Association of Accountants

Gentlemen:

This is the fifth batch of comment letters (there are six) on the
exposure draft, "Internal Control -- Integrated Approach.

Sincerely,

/

ST

Thomas P. Kelley, CPA
Group Vice President
Professional

TPK: jmy
Enclosure

Robert L. May. Charman Alvin A. Arens William G. Bishop Thomas M. O'Toole P. Norman Roy

Representing the Representing the Representing The Representing the - Representing the

American Institute of American Accounting Association Institute of Internal Auditors National Association of Accountants Financial Executives Institute
Certified Public Accountants
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May 29. 1991

COSO Committee
1211 Avenue of the Americas
New York, New York 10036

Subject: Internal Control - Integrated Framework Exposure Draft

I recently reviewed the Exposure Draft (ED) and found the publication to be a
very good reference document for effective internal controls. The primary
objective of the study was to help management of businesses and other entities
Letter control their organizaticn’s activities. T believe the document will be
helpful to managers, and that it does provide a starting point for implementation
by individual entities, for education and for assessments of internal contreol.
However, much of the ED duplicates practices and evaluations we already complete
at our company, and the document is lengthy and duplicative within itself.

1 agree with the fundamental concepts in the ED definition of internal control
and that the definition should remain broad to encompass all aspects of
controlling a business. The scope of Internal Auditing includes examining and
evaluating the adequacy and effectiveness of the svstem of internal control.
This is to determine whether the system provides reasonable assurance that the
organization’s goals and objectives will be met efficiently and economically,
and that the system is functioning as intended. We review controls regarding
operations and financial reporting, and compliance with contracts, company
policies and procedures, laws and regulations. Accounting, administrative and
operational controls have an important impact on the scope of our work and toward
achievement of management objectives.

The ED definition of internal control contains nine components essential to
effective internal control. I agree these components are important for effective
internal control, and discussion regarding each of these items is necessary
toward development or assessment of internal control systems. However, I do not
believe all of these components belong in a definition of internal control. Many
of the components simply repeat the various functions of management, which makes
the definition of internal control unnecessarily long. Internal controls are
simply whatever process, actions taken, or system is used to plan and direct
accomplishment of management objectives. They can include manual or automated
controls, be preventive or detective controls, and encompass various means and
methods.

The control envircnment provides the foundation for and influences the interual
control system. If 2ny compcuents remain in the definition of internal control,
"1 would limit the components to the manragemsnul environment, along with the need
to establish objectives and control procedvres to achieve the objectives.
Objectives must be identified before internal contrcls can exist. Control
procedures provide reascnable assurance of their achievement. Each ¢f the other
components discussed in the ED are again basic functions of management, or in
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my opinion, are part of the above components. Strong, effective coutrols result
from proper planning, organizing and directing by management personnel.

There are nine chapters in the ED which describe each of the components.
Aprendix € to the LD includes numerous questions relevant to each of the
compenents., The Appendix also contains a detailed reference manual which
identifies objectives, potential impediments, and control focus points for
various organizaticnal activities. 1 found these chapters and the Appendix to
be very informative, and to provide a good understanding of the criteria- for
effective internzsl control. However, the chapters are quite duplicative snd do
not provide sny new «valuation tools for our ccmpany. Theyv do provide a good
relerence for educeting pronle about each of the basic control concepts.

1 expect the final draft will be a good refercnce document for manacgement
rersonnel, and that it will be useful in helping managers to understand ard
improve controls regarding their activities. The evaluation tools contaired in
the ED are helpful but dc not previde anything new to our organization. We have
already included these questions and evaluation tools in current internal
anditing procedures, as vart of a management controls environment aquestionnaire
we complcete aunually for our external auditors, or as part of the selfl-
assesament guestionnaire we completed in conjunction with the Treadway Cormission
report. Th: tools in the ED would therefore bz used only as a supplement to our
existing evaluations.

The ED alsc includes a ¢
parties, 1 think it is a gcod idea to include this discussion in the document
for those whc nced direction in developing a naunagement report. We curreatly
inciude in our Aunnmual Repert a management repcrt which addresses internal
accounting conktrols as well as specific clenents discusse2d in the ED chapter,
These elemerts include the audit committee, written macagement pelicies and
procedures, organizatiosnal structure, selection and training of personnel, & code
cf conduct., and an internal anditing nrogram.

I hope these comments will be helpful and 1 appreciate the opportunity to resyend
to the ED.

Sincereliy,

/)

Dapry]l Splichal
internai Auditing Manacger
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AT CROSS,,

ONE ALBION ROAD, LINCOLN, RHODE ISLAND 02865 U.S.A.
AREA CODE 401 333-1200

TELEX: 927510

May 31, 1991

Committee of Sponsoring Organizations
1211 Avenue of the Americas ~ 6th floor
New York, NY 10036-8775

To Committee Members:

"Internal Control - Integrated Framework" is a very
comprehensive and well-prepared document. We at A. T. Cross
have always understood the importance of strong internal
controls. Our systems relate not only to accounting, but to
all operational aspects of our Company. We make strong use
of both our external and internal auditors in reviewing our
financial and operating areas.

As you state in your introduction, "legislators and
regulators gave internal control significant attention as a
result of the Watergate revelations of illegal domestic,
political contributions and questionable or illicit
payments". This resulted in enactment of the Foreign Corrupt
Practices Act and, ultimately, the National Commission on
Fraudulent Financial Reporting (the Treadway Commission).

Since that time, there has been a concern that if the private
sector did not take the initiative to control itself, the
government would mandate. However, we must not overreact to
potential government interference. As an example, lack of
internal controls may have contributed to the S & L crisis.
But, the main problem was a lack of ethics in a very few
number of key executives. It is very unlikely that a strong
system of internal control would have prevented the S & L
crisis.

With that in mind, I offer the following comments:

- It is extremely important that the cost/benefit of
strong internal controls be a primary concern in any
proposed internal control framework. While your
document addresses this area, it is one among many
issues included. Because of this, it is possible that
any final framework may result in companies incurring
significant additional costs in order to meet, what
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could ultimately be, governmental reporting require-
ments. As we enter the competitive 1990's, American
business does not need any additional costs that will
put us further out of line in a worldwide economy.

- If a management report is ultimately proposed, it is
important that such reports be as of a point in time
rather than for a period of time. This will allow
companies to reduce the ultimate cost of making
certain that a proper system of internal control is in
place. Individuals that have the proper integrity
will spend the time and money to develop/maintain a
system of internal control and, therefore, such a
report would be redundant. Unfortunately, individuals
that do not have the proper level of integrity will
not put in the necessary controls, but will still have
no problem signing a report. Since the Treadway
Commission's concern is fraudulent financial
reporting, people who are intent on committing fraud
will find a way to circumvent any system of internal
control. :

The bottom line is that any company's operations revolve
around the people involved in the company. As long as the
board of directors and the top managers are committed to a
strong, controlled environment, one will exist. If the
commitment is not there, any framework will be irrelevant.

Thank you for this opportunity to comment on the proposal
and you can be assured that A. T. Cross will support any
final proposal.

Sincerely,
,/// .
W—/ VQ >
//Bra ford R. Boss
‘Chairman

be

cc: Mr. Barry Rogstad
President
American Business Conference
1730 K Street, NW
Suite 1200
Washington, DC 20006
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Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas, 6th Floor

New York, NY 10036-8775

Dear Committee Members:

Attached is the report from the American Accounting Association’s Auditing Section
Commitiee to Respond to the COSO Exposure Draft Entitled: /nternal Control - Integrated
Framework. 1 hope that our comments will be helpful in your deliberations on this important
document.

If you have any questions concerning our report, I can be reached at the University of
Florida at (904) 392-8882 after June 17.

S'inccrely,

.
Z// ; *{rm~ Ba 2d
William R. Messier, Jr. /
Professor of Accounting and
Committee Chairperson

cc: R. Knechel
W. Kinney
D. Ward
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COMMITTEE REPORT ON

INTERNAL CONTROL - INTEGRATED FRAMEWORK

by

The Auditing Section Committee to Respond to
the Commitiee of Sponsoring Organizations of the Treadway Commission
Exposure Draft Entitled: Internal Control - Integrated Framework

Members: William F. Messier, Jr., Chairperson (University of Florida)
William R. Kinney, Jr. (University of Texas)
W. Robert Knechel (University of Florida)
D. Dewey Ward (Michigan State University)

June 3, 1991



COMMITTEE REPORT ON
INTERNAL CONTROL - INTEGRATED FRAMEWORK :

This committee of the Auditing Section of the American Accounting Association was charged
with responding to the exposure draft entitled Internal Control - Integrated Framework
prepared for the Committee of Sponsoring Organizations (COSO) of the Treadway
Commission. In preparing our comments on the exposure draft, we considered the two
principal purposes cited by COSO for the study:

1. To provide a common ground for mutual understanding of internal control by all
interested parties, and

2. To provide criteria against which all entities can assess and, where necessary, identify
areas where they can improve internal controls.

In addition, our Committee considered the two primary objectives cited in Chapter 1 (p. 3).
These objectives are:

1. To help management of businesses and other entities better control their organizations’
activities, and

2. To integrate various internal control concepts into a framework in which a common
definition is established and control components are identified.

The discussion starts with some overall comments that have a pervasive effect on the
document. Our remaining comments are categorized according to the four issues raised on
pages 2 and 3 of the letter from COSO.

OVERALL COMMENTS
The following comments represent issues that have a pervasive effect on the document:

1. In discussing objectives in the Executive Summary (pp. 4-5) and in Chapter &, the
study states that objectives fall into three categories (operations, financial reporting.
and compliance). In reading the document, the financial reporting objective seems 1o
dominate the discussion and examples. If this document is intended for a variety of
"interested parties,” more emphasis should be given to the operations and compliance
objectives. We cite specific instances of this bias in the following comments.



2. The document contains a large number of unsupported statements or conclusions with
the reader left to judge their veracity. This is not just a research methodology
comment. (Note that the Committee does feel that the study suffers from serious
research methodology weaknesses. However, these issues will not be addressed in our
comments.) The authors of a document of this import have an obligation to provide
support for their conclusions. The study refers in Appendix A to the earlier work
done by Mautz, et al. (Internal Control in U.S. Corporations) and by Mautz and
Winjum (Criteria for Management Control Systems). The Mautz, et al. study provided
detailed data to support their conclusions and recommendations. The second study
(Mautz and Winjum) made specific reference to the data from the first study. It seems
appropriate to provide at least some data to support the study’s findings and
conclusions. Again, we note a number of these unsupported statements or conclusxons
in our discussion of relevant sections of the document.

3. Our Committee does not believe that management reporting to external parties should
be included in the document. However, if it is included a number of issues need 10 be
addressed. In Chapter 15 (Management Reporting to External Parties), under the
heading of "New Report Guidelines," the authors state "This study’s report presents a
definition, criteria and guidelines. Reference in internal conirol reports to this repor:
will enable report issuers and readers to have a common understanding of what is
being communicated, and limit the need for explanatory passages (p. 155, emphasis
added)." This statement suggests that this document serve as the benchmark for
reporting on internal control. If this is to be the case, the document needs to set a
high standard in terms of the two purposes cited by COSO. We discuss specific
situations in the document where the benchmark issue is particularly relevant.

DEFINITION (Chapters 1 and 5)

The following definition for internal control is provided in the document:

Internal conwol is the process by which an entity’s board of directors,
management and/or other personnel obtain reasonable assurance as to
achievement of specified objectives; it consists of nine interrelated components,
with integrity, ethical values and competence, and the control environment,
serving as the foundation for the other components, which are: establishing
objectives, risk assessment, information systems, control procedures,
communication, managing change, and monitoring.

Given the importance of this project, the definition of internal control is critical to its success.
We have two major comments related to the proposed definition. First, the document
contains the following quote. "Although different definitions may be used by different parties.
any particular definition must be precise enough to avoid misunderstandings and unwarranted
expectations (p. 50, emphasis added).” Our Committee feels that the proposed definition for



internal control is too broad. We realize that internal control is a complex issue and subject
to different interpretations. However, without a more precise and operational definition,
"misunderstandings and unwarranted expectations” are likely to occur. This is particularly
important since it is suggested in Chapter 15 that this document can serve as the benchmark
for management reporting on internal control. Second, the definition of internal control
should not contain the nine components. In our opinion, the nine components represent the
"model" of internal control and should be discuss outside of the definition.

Additionally, the definition contains the term "reasonable assurance.” There is a one
paragraph discussion on p. 6 and casual reference on pp. 51-52 to this concept. Given the
importance of the concept of reasonable assurance, more discussion seems warranted. The
discussion on p. 6 is very similar to the presentation in SAS No. 55. This concept has always
caused some difficulty for auditors, managers, investors, and other third parties. The authors
could make a major contribution to the internal control literature by providing a more detailed
discussion and clarification of the reasonable assurance concept.

COMPONENTS - (Chapters 1 and 5 through 14

The components of intemnal control, as mentioned above, represent a model of internal control
and should not be included with the definition. In addition, there are a number of issues
related to the components that need to be addressed. First, how were these components
derived? Were they derived logically from the definition or developed from the empirical
research conducted by the authors? Some support should be provided for the inclusion of
each component. Second, how do we know that this list of components is complete? The
authors state that "the nine components constitute a total system of internal control (p. 56)."
Some justification should be provided for this statement. Third, we have some concern over
the relationships among the components. Since many people will only read the Executive
Summary, Figure 5-1 should be move forward. Additionally, it would be helpful 1o add a
section in the Executive Summary and/or a chapter that specifically addresses how the
components relate to each other.

Chapter 15 contains an interesting idea concerning the relationships among the nine
components that should be given further consideration. On p. 147, the authors make the
following statement: "These four components of the internal control system -- objective
setting, risk assessment, information systems and control procedures -- referred to as the
infrastructure, are considered together." This idea should be explored further since we believe
that it may provide a clearer picture of the intended relationships among the nine components.

The authors also argue on p. 8 that all nine components are critical. Then, five components
are selected as being particularly important to control failures. No reason is given for
excluding the other four components. It is easy to construct internal control failures for the
other four components. One way to justify the nine component model would be to argue that
different types of deficiencies can occur in each of the nine components. The authors’



arguments that these five components are somehow more important undermine their belief in
the model.

Following are comments that relate to specific components. These comments arise from the
Executive Summary and the related chapters.

lntegrity, Ethical Values and Competence

Integrity and ethical values are indicated by the authors as the foundation for the internal
control model. However, they represent rather complex philosophical concepts. While it may
be appropriate to use a dictionary definition of integrity in the document, recommendations
regarding behavior (see the first two paragraphs on p. 64) should be supported by more
authoritative evidence.

In Chapters 6 and 12, the study mentions how management can communicate the entity’s
values and behavior. It would be very helpful to potential users if the authors provided more
specific suggestions or information on issues such as: How many organizations used formal
versus informal methods for communicating values and behavior? How effective are these
methods perceived by the organizations?

We are troubled by the comment that management override can occur for proper reasons (p.
19 and p. 61). How can a system be designed to allow legitimate override and reject
illegitimate override? What type of control procedures would be rcquired" If an entity
needed to override existing controls it is probably due to failing 1o manage change" properly.
We suggest that this comment be removed from the document.

Control Environment

There is some degree of redundancy in the material contained in Chapters 6 and 7. For
example, the discussion on pp. 62-63 concemns issues related to the control environment and
concentrates mainly on financial reporting. We believe that the discussion in Chapter 6
probably should be broader in nature.

On p. 69 the document contains the following quote: "Integrity, ethical values and
competence, coupled with the entity’s control environment, represent the most critical internal
control components (emphasis added).” While many readers may agree with this statement, it
may be better to refrain from placing a relative value on each component. To simply state
that all of them are an integral parn of good internal control should be sufficient.

The "tone at the top"” is viewed as particularly important to the control environment.
However, only two questions are devoted to this issue at the end of the chapter and in the
related section of Appendix C. We recognize that the questions in Appendix C are to be
viewed as only a starting point, but it does seem that more coverage should be included in
order to stress the importance of this issue.



While we realize factors that make up the control environment may vary, the document
should provide more specific guidance for each variation. If this document is to serve as a
benchmark for management reporting on internal control (Chapter 15), this presentation may
confuse potential readers.

While this document must go beyond traditional internal accounting control (i.e., financial
auditing), some mention should be made of the control factors discussed in SAS No. 55. The
Committee believes that existing standards, especially standards that are so new, should be
incorporated into this chapter.

Objectives

The definition of internal control contains the term objectives and then objectives are included
as a component. The authors use the terms "objectives,” "subobjectives,” and "goals"
interchangeably. Internal control should probably be defined to include the “"establishment of
appropriate objectives.” In fact, the authors suggest that this is the case when they state
"Hence setting objectives....is both a prerequisite and enabler of internal control (p. 80)."
Perhaps the term "mission of the entity” should be used. The mission would be agreed to,
and put in motion, by the Board and senior management. The objectives would emanate from .
the mission statement, with internal control insuring that such objectives are achieved.

Risk Assessment

The discussion of risk assessment could be improved and clarified. First, the document
should provide more examples and details on how to assess risk. The discussion on p. 93
provides little guidance to potential users of the document. Second, the conclusion on p. 94
that "sophisticated statistical techniques can be applied, but in many cases good judgment is
sufficient” can not be supported. There is a vast body of literature which indicates that
individuals are not very good at assessing risks. Third, the chapier contains a discussion of
material that seems more related to objectives. For example, on p. 91, the study states "In a
number of areas of performance, an entity often does not set explicit entity-wide objectives
because it considers its performance to be acceptable.” How can the entity know that
performance is acceptable if it is not compared to some benchmark (objective)? This type of
discussion is confusing to the reader. Maybe this issue should be addressed in the objectives
chapter instead of the risk chapter.

Information Systems

The document discusses information systems in a very broad context. This is appropriate
given the nature of the document. However, we suggest that the authors provide a formal
definition of information systems. The last paragraph on p. 103 appears to be a good starting
point. We suggest the following changes:



Information systems include all the processes that identify, move, assemble,
classify, record, report and store information that is needed by the entity to
plan, monitor and execute actions needed to meet the entity’s operations,
financial reporting and compliance objectives.

This definition ties the information systems directly back to the three categories of objectives.

Although the authors state that information systems serve operational, financial reponting, and
~compliance purposes, there is no discussion of the compliance aspects of information systems.

This chapter contains a number of unsupported, and perhaps unwarranted, statements. Three
examples can be found on p. 107.

Currently, there is normally less linkage among different systems than one
would hope, since operations systems are not always linked to the financial
systems. In the JIT environment--where such linkage makes a lot of sense and
would improve operations--such integration often does not exist.

While highly integrated systems have numerous organizational benefits, studies
have demonstrated that there is sometimes a heavy toll exacted from systems
users....

Despite the challenges of keeping up with the revolution in information
systems technology, it is a mistake to assume that newer systems provide better
control just because they are new....

For example, did the conclusion that highly integrated systems sometimes exact a heavy toll
from systems users come from the interview or questionnaire data?

Control Procedures

The authors make it very clear in this chapter that control procedures must be evaluated in
conjunction with objectives. However, there appears to be inconsistencies between the
coverage and focus of objectives in Chapter 8 and the control procedures in Chapter 11.
First, there is substantial discussion of operations, financial reporting and compliance
objectives in Chapter 8, but very little corollary discussion in Chapter 11. Second, Chapter §
addresses entity-wide and activity objectives while Chapter 11 does not mention them. For
example, one would expect a strong relationship between control procedures and activity
objectves.

The document discusses five examples of types of controls and states that "These are
presented to illustrate the range and variety of control procedures, not to suggest any
particular categorization (p. 112)." The Committee believes that one of the integrated
framework’s purposes should be to reduce the range and variety of control procedures, and



propose a specific categorization scheme. This is particularly important given our overall
comment about this document being used as a benchmark for external reporting on 1mcrna1 .
control.

Why are information processing controls singled out for discussion to the exclusion of the
other four types of controls? Are they more important or are they just easier to discuss from
an audit perspective? :

The Committee recommends that the use of the terms general and application controls be
removed. While these terms may still be used in practice, they are no longer a part of
auditing standards (refer to SAS No. 55). For an integrated framework, it may be more
appropriate to use more generic terms. One suggestion would be for the authors to think of
the following analogy.

Control Environment => General Controls
- Information Systems / Control Procedures => Application Controls

An alternative view might be to consider the following relationships: The categories of "top
level reviews" or "direct activity management” could include some of the general controls
over EDP system design and implementation. The category of “information processing”
controls could include many of the application controls. The "physical controls” category
could be broadened to include access controls. As presented, there is a great deal of detail on
EDP controls but it is discussed as if it is something totally different from "types of controls."

One of the strong points of this chapter is that the authors note the relationship between the
risk assessment, objectives and control procedures. This relationship should be developed
even further in the chapter. In addition, the evaluation tool (Exhibit C-6) should provide
more information than just a format.

Communication

Should communication be a separate component? Perhaps the ideas included in this chapter
can be folded into the control environment and information systems components. The authors
have not adequately justified a need for communication to be a separate component. .For
example, the discussion starting at the fourth paragraph on p. 124 sounds more like examples
based on "tone from the top." Similarly, the example on p. 123 suggests a mispecified
control procedure rather than a communication problem.

Managing Change
The authors should added some specific examples of how organizations are managing change.

This would help users of the document to better evaluate their own procedures. Perhaps the
data from the interviews and questionnaires would be helpful here.



This chapter also contains a number of unsupported statements. For example, there is no
support for the situations discussed under the headings "New or Revamped Information
Systems,” "Rapid Growth" and "Corporate Restructuring” on pp. 130-131.

Monitoring

The authors properly point out that monitoring is an ongoing function that should be
subjected to separate evaluations on a periodic basis. Ongoing monitoring is the "feedback”
mechanism that provides management with information on the effectiveness of internal
control. Separate evaluations are discussed in Chapter 4 (Executive Summary) and ongoing
evaluations are discussed in Chapter 14. We suggest that the order of discussion be reversed.
Since we view the ongoing monitoring to be the more important, it should be discussed first.

EVALUATION - (Chapters 4, 6 through 14 and Appendix C)

The evaluation part of the document could be improved. Appendix C is presented as a guide
and its use is not mandatory. The authors explicitly recognize that entities may modify the
tools included in Appendix C or use entirely new approaches. Further, the document makes it
clear that Appendix C does not cover all issues, is not appropriate in all circumstances, and is
to serve as a starting point. These are important and necessary caveats. The problem here is
that without some alternative suggestions, users of the document are likely to viewed this
approach as the "suggested or required" approach. The Committee recommends that other
approaches, including their advantages and disadvantages, be presented.

The evaluation process described on p. 37 sounds very much like the external auditors’
evaluation of internal control structure. It is not clear that this approach is suited for all nine
components. For example, how does one test the integrity, ethical values and competence,
risk assessment, communications, and managing change components? We would suggest that
a quite different type of methodology might be needed for such components.

MANAGEMENT REPORTING TO EXTERNAL PARTIES - (Chapter 15)

It is not clear to the Committee that management reporting to external parties should be
addressed in this document. We consider such a reporting requirement 0 be outside the
purposes cited by COSO and the objectives listed in Chapter 1. The authors provide little
objective support from potential users on the demand for such reporting and we are not aware
of any significant demand. Additionally, it is not apparent that such reporting can be justified
on a cost/benefit basis. Thus, our suggestion is to remove discussion of management’s
reporting on internal control to external parties from the document.

However, we also recognize that there is a potential concern that legislative action may be
taken to require reporting on internal control. If the authors decide to keep the discussion of



management reporting to external parties in the document, we believe that the following
comments should be considered.

Requirement to Report

The report states on p. 143 that it does not express a position on whether reporting on internal
control should be required and that this chapter is intended to only provide guidance to
entities that do report. Given the potential for Congressional initiatives, why not be proactive
and take a stance in favor of reporting on internal control? It would be better if a private
sector group suggested a requirement for such reporting rather than waiting until Congress
mandates it. ‘

Scope of the Report

The report recommends limiting management reports on internal control to the entity’s
published financial statements. This recommendation is based on the following unsupported
statement "This coincides with the needs of securityholders and other external parties who
may look to internal control reports for assurances on the process by which management
develops the published financial statements (p. 144)." Further justification is stated to be (1)
it puts an appropriate fence around internal accounting control, (2) it is recognized that
reporting on controls over financial reporting are far more advanced, and (3) a cost/benefit
argument. These reasons do not adequately justify limiting reporting to published financial
reports. It is very likely that external users are interested in control issues related to
operations and compliance objectives.

Additionally, limiting the reporting in this way is inconsistent with using the document as a
benchmark. The paragraphs suggested for the report on internal control (p. 156) make a
direct reference to this document including all nine components. Thus, reporting on internal
control should cover all objectives of internal control.

Time Frame

The authors argue for limiting the reporting to a point in time. They state that this "meets the
needs of securityholders and other report readers, yet provides an environment conducive to
identification and correction of deficiencies (p. 151)." There is no support provided for this
statement and it is inconsistent with the arguments for a continuous monitoring environment.
An argument can be made that users are interested in whether material weaknesses occurred
and were corrected during the year. The recommended reporting requirement should not be
limited to a point in time.



SUMMARY

This document goes a long way towards meeting its purposes and objectives. However, as
mentioned in our report, there are a number of issues that need to be clarified before the
document should be issued in final form. In particular, the three pervasive issues cited must
be addressed if this document is to completely achieve its purposes and objectives. Finally,
the Committee believes that this internal control framework should be subjected to some form
of field testing prior to issuing the final document.
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1211 Avenue of the Americas, 6th Floor

New York, N.Y. 10036-8775

Dear Sir/Madam:

I'm writing in response to your request for comments on the Internal
Control - Integrated Framework exposure draft dated March 12, 1991.

The stated objectives of the report (pg. B-1) were to "assist
management in improving their entities’ internal control systems and
to provide a common understanding of internal control among interested
parties".

The report provides a comprehensive definition of internal control
which, if used universally, should lead to "a common understanding of
internal control among interested parties". It also provides a common
ground against which the entity can assess the effectiveness of its’
internal control system and identify areas where improvement is
needed.

The report and executive summary are extremely detailed. 1If the
report or the executive summary are to be read and supported by
Management and the Board of Directors, a more concise version should
be developed. This concise version should focus on the objectives of
the report and include only a brief description of the basic topics.

* I agree with the comprehensive definition of internal control as
presented in chapter 1 with the following exceptions:

"Internal control is the process by which an entity’s board of
directors, management and/or other personnel...". The "other
personnel" of any entity should and do play an important role in
the internal control system. Removing the "/or" from the
sentence would prevent misunderstanding and place the
responsibility of maintaining an effective internal control
system on all parties involved.

The responsibilities and importance of the role of the board of
directors is emphasized throughout the exposure draft, yet the
roles and responsibilities of "other personnel" is not. The
board of directors does play an important oversight and directive
role in internal controls but an effective internal control
system is driven by management and "other personnel". The
emphasis on the board of directors vs. "other personnel" should
be re-evaluated.



* The description of the nine components of internal control should
be integrated into the definition section of the report. The
definition would be more complete and understandable if the
description of these nine components followed the definition directly
as opposed to being in a separate section of the report.

* The evaluation tools presented in the exposure draft would be
useful in supplementing the evaluation of internal controls in an
organization. The tools are extremely specific and would have to be
modified by any organization. The fact that any number of
methodologies and techniques can be useful in an evaluation process
should be emphasized. What is important is that a logical methodology
be applied when evaluating a particular component of an entity’s
internal control system. It should be clearly stated that the tools
provided are suggestions and not the only way to evaluate the
effectiveness of an internal control system.

* The guidance material on management reporting to external parties
is both relevant to the users of management’s report and flexible
enough to be implemented. Management’s reporting must remain flexible
so that companies can deal with forthcoming SEC reporting requirements
and still include information that is relevant to the readers of the
report.

As noted above, the exposure draft should emphasize that it is a guide
and should not imply that companies must follow the report to the
letter when designing, evaluating or reporting on internal control
systems. Flexibility within the system is part of the key to an
effective system.

I hope these comments are helpful. If you have any questions about
the comments, please call Ann Schading, Manager of Internal Audit at
607,/974-8759 or Kathy Asbeck, Director of Accounting at 607,/974-8242.

Sincerely,

DN N
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NS N e \\\\\ ~

Richard B. Klein
Senior Vice President and Controller

cc: R. Houghton, Chairman and CEO

J
V. C. Campbell, Vice Chairman
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Embassv Suites, Inc

Hampton Inns. Inc.
Homewood Suites, Inc. Gentlemen:

We have the following observations on the March 12, 1991 Exposure Draft
of "Internal Control-Integrated Framework."

Overall, the document does not communicate effectively. It is extremely
burdensome to read, and, practical, usable insights are almost totally
absent. The document has minimal value in its present form and should
not be published.

The definition of internal control does not communicate and does not
appropriately define internal control. The proposed definition is too
long and is not helpful. Since the definition fails, the rest of the
document lacks credibility.

It seems that an alternative that is much more meaningful would include a
short, clear internal control definition and practical "how to"
information. For example, a definition and following approach might be:

Internal Control is defined as the measures an organization uses to
maintain the integrity of its resources. The "organization" in the
definition includes the various stakeholders of an entity.
"Resources" include reputation, employees, programs, property,
community, customers, etc.

Commentary following this definition would be focused on how
internal control is achieved through an analysis of risk. The risk
analysis discussion should include many factors, e.g., organization
changes, profit pressures, human capabilities, character of asset
flows, remoteness of operations, etc.

Once risk is appropriately defined, measures should be discussed as
to how to reduce the risk. Such measures might be segregation of
duties, dual control, daily reporting, locks, ombudsman, etc.
Certainly, a part of this discussion would be the importance of the
"tone at the top."



Committee of Sponsoring Organizations
of the Treadway Commission

June 4, 1991

Page Two

We disagree with a number of the premises in the document. Just a few
examples follow:

While integrity and ethical values are very important, they are not the
- primary elements to internal control that the document conveys. There is
an argument that strong internal control can exist in an unethical
environment. Alsu, a very ¢thical snvirvinent will, unfortunately,
occasionally include a dishonest individual who will convert resources,
absent management’s understanding of risk and consequent development of
controls that are visible and are enforced. Internal controls are
designed to create an environment that will enable most people, bad or
good, to behave most of the time. Ethics are important, but not primary
to internal control. Accordingly, the statement that internal controls
cannot rise above the integrity and ethical values of the people who
create, administer and monitor them is a questionable statement.

Ethics and integrity are not easily defined and; therefore, are not
objectively measurable. Basing internal control on a subjective
foundation is not appropriate.

Ethics and integrity should be outside the primary document, perhaps in
an appendix.

We do not subscribe to the premise in Chapter 5 that management,
auditors, legislators, and regulators have different perspectives of
internal control. Our experience is that there is generally common
agreement. The only real difference is one of the degree of control to
be implemented.

The document is alsn centered on "snecified obiectives." This focus in
the definition and discussion is more esoteric than practical. There are
varying and evolving objectives found from one entity to another and
there is a very real problem that many important objectives may not be
formally stated in a business environment. Overall, the emphasis on
objectives in the document is poorly developed and unpersuasive.
Certainly, understanding objectives is important to establishing internal
controls; however, the document’s discussion does not adequately place
objectives in the proper perspective. The direction of the discussion
should be on the risk that programs to achieve objectives will not
achieve their purpose, how this risk is identified and how controls are
developed to mitigate the risk. .

Risk analysis is a secondary element in the control hierarchy established
by the document. Risk analysis is the primary element in the development
of effective internal control measures and deserves much more emphasis
and expansive treatment in the document. This is a major deficiency of
the document.
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The document gives little attention to the need for management
understanding and accountability for risks and controls and the
consequent value of training. There is also a lack of emphasis on the
importance of controls at the transaction level of a company.

The "certain fundamental concepts" at page 4 of the document contain
inappropriate and vague stetements. For example, the statement that
internal control cannot be expected to provide more than reasonable
assurance is misleading. Internal control can provide absolute
assurance, if cost is not a factor. In certain cases, absolute assurance
is necessary, particularly in our business (casinos). The statement
would be better if it indicated that internal control is necessarily
subject to cost benefit analysis and absolute control may not always be
practical. The last statement that internal control consists of
interrelated components is unconsequential and should be deleted. The
statement contained in the second statement that internal control is not
effected by policy manuals and forms is not correct.

The emphasis on information systems contained in the document is
inappropriate. Information systems can be an important part of the
control procedures and information systems can present risk. However,
information systems are a tool used by the entity and should be subject
to user risk assessment and consequent controls just as, for example, the
marketing tools would be similarly treated. Making information systems a
point of emphasis in the hierarchy is not justified.

Finally, although there are numerous points of disagreement, some of
which are outlined in the preceding discussion, there are elements of the
document that are good. For example, Chapter 12 on communication is a
meaningful discussion. Also, the periodic assertinn that control is
built into the management process and not a separate function is an
important emphasis.

Sincerely,

Ausl

J. N. McAllister
JWM: jw
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June 7, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

New York, NY 10036-8775

Dear Sirs:
We are pleased to submit for your consideration the following comments related to

the exposure draft titled Internal Control - Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (the COSO Report).

We believe the COSO report can become a first step in the development of a frame-
work that an entity’s management may use to evaluate and report on the effectiveness of an
entity’s internal control structure over financial reporting. However, we feel that certain
changes must be made before the report can be useful to all public companies. Our
recommendations are arranged by topic.

Definition of Internal Control

The proposed definition of internal control is too broad. To include
all entity activities in the definition of internal control will lead to inappro-
priate expectations about the role of internal control in an organization. It
could appear to third parties that all business failures are the result of a
deficiency in an entity’s internal controls.

We recommend that the definition of internal control exclude entity
wide objectives and similar managerial functions.

Components

Many of the nine components of an effective internal control structure
as set forth in the COSO report overlap. Also, the components appear to
address the framework for large companies without considering medium or
small companies.

We recommend that the nine components be reorganized into fewer
components and that additional guidance be added to enable small and
medium sized companies to adopt the framework to their sized entity.
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Reporting to External Parties

Management reporting to stockholders was one of the specific
recommendations of the Treadway Commission. The COSO study which
resulted in this exposure draft was undertaken because of Treadway
recommendations. However, as stated on page 143, the COSO report does
not express a position on the issue of management reporting to external
parties. '

We recommend that the Committee of Sponsoring Organizations take
a position on this issue in order to respond to the specific recommendation of
the Treadway Commission.

Management’s Report

The third paragraph of management’s report presented on page 157
of the COSO report presents management’s belief.

We recommend that management’s report be a positive declaration of
management’s assessment. The third paragraph could be worded as follows:

Based on management’s assessment, at December 31,
19xx, the company maintained an effective system of internal
control over the preparation of its published financial state-
ments.

If you would like to discuss these comments, please contact Richard A. Jones at (817)
332-7905.

Nawor X Yoo A

Weaver and Tidwell
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Sponsoring Organizations of the Treadway Commission

1211 Avenue of the Americas, 6th Fioor, New York, NY 10036-8775 Telephone (212) 575-6656

June 14, 1991

To: Richard M. sSteinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Jack Albert, Securities & Exchange Commission
Louis Bisgay, National Association of Accountants

Gentlemen:

This is the sixth batch of comment letters (there are ten) on the
exposure draft, "Internal Control -- Integrated Approach.

Sincerely,

Thomas P. Kelley, CPA

Group Vice President
Professional

TPK: jmy
Enclosure

Robert L. May. Chairman Alvin A. Arens William G. Bishop Thomas M. O'Toole P. Norman Roy
Representing the Representing the Representing The : Representing the Representing the

Arnem;an Institute of American Accounting Association Institute of Interna! Auditors National Association of Accountants Financial Executives institute
Certified Public Accountants
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Committee of Sponsoring Organizations

of the Treadway Commission

1211 Avenue of the Americas /
6th Floor

New York, NY 10036-8775

Re: Exposure Draft: Internal Control - Inteqrated Framework

Dear Sirs:

Dayton Hudson Corporation, a diversified national retailer, is pleased to respond
to the Committee of Sponsoring Organizations (COSO) of the Treadway Commission’s
Exposure Draft, Internal Control - Inteqrated Framework. Our comments are
structured in response to the four specific matters for comment (Definition,
Components, Evaluation and Management Reporting) highlighted on pages two and
three of the Exposure Draft. We have also commented on one additional overall
concern.

Definition

The Exposure Draft defines "internal control" in a broad sense, with which we
concur. This broad definition provides a framework which enables all types of
organizations to review and analyze their own unique internal controls.

However, the Exposure Draft focuses primarily on financial information and
financial reporting, while the fundamental internal control concepts and
objectives described in the Exposure Draft discuss broad operations/objectives.
We believe the Exposure Draft would be improved if there was consistency between
the definition and the remaining framework.

Components

The components of internal control as defined in the Exposure Draft are generally
addressed in some form within Statement of Auditing Standards No. 55,
Consideration of the Internal Control Structure in a Financial Statement Audit.
SAS 55 provides an understanding of internal controls through three elements of
a control structure, those being control environment, accounting system and
control procedures. While we believe the Exposure Draft could elaborate on the
SAS 55 elements, we encourage the COSO to utilize the structure of internal
control outlined in SAS 55.




We believe the Exposure Draft’s nine internal control components should be
streamlined and reconsidered in light of the structure outlined in SAS 55.
Integrity, ethics and competence are an integral part to any control environment
and should be considered as such. Communication and managing change are
pervasive and should be included in the consideration and evaluation of other
components.

Although objectives will be considered during the evaluation of internal
controls, they are not a component. Risk assessment is also a factor to be
considered in evaluating internal controls, but is not a component of internal
control.

While important to an entity and its evaluation of internal controls, these five
factors should be considerations within other elements of the control structure,
but not separate components.

Evaluation

Dayton Hudson Corporation currently conducts an annual comprehensive evaluation
of its internal controls. This process is similar to the evaluation described
in the Exposure Draft. Accordingly, we would not replace our current system of
evaluation, but would use the Committee’s suggestions as a reference tool in
reviewing the adequacy of our internal control evaluation process and enhancing
it, if necessary.

Management Reporting

Dayton Hudson Corporation is firmly committed to the concept of management
reporting and responsibility. Since 1979, we have included a "Report of
Management" 1in our Annual Report to Shareholders. This report focuses on
management’s responsibilities relative to our financial statements and our
systems of internal controls.

The Exposure Draft discusses a management report which focuses solely on internal
control. A report of this type may be useful, but lacks a direct association
with financial information. Our report on internal controls is structured within
the context of financial reporting and it therefore is an integral part of our
Annual Report to Shareholders. For the suggested report to be most useful, we
believe it should be placed in the context of an annual report on financial
statements.

Further, the Exposure Draft’s sample management report refers to the COSO’s final
report as a frame of reference in a manner that appears to be authoritative. We
believe our report has been complete and understandable without such reference,
and we do not believe a need exists for such reference to be included in
effective management reporting (see attached copy of our 1990 management report).

Additional Concern

We are concerned that the Committee of Sponsoring Organizations of the Treadway
Commission may appear as an authoritative body relative to the accounting
profession. This may lead to establishing another authoritative body, which we

do not believe is necessary.
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As a result of the Treadway Commission, various existing authoritative bodies
have adopted standards and regulations. Our suggestion is that this Framework
be used as a reference tool. Requirements for important features such as
management reporting could be promulgated by various existing authoritative
bodies, without adding another.

The comments and suggestions contained within the Internal Control - Integrated
Framework Exposure Draft are timely and helpful. They should not provide the
genesis for another authoritative body.

* % % *

As a responsible corporate entity, we appreciate the efforts of the Treadway
Commission. The increased focus on responsibility, controls and corporate
actions has been a positive force within the business environment. To that same
extent we also recognize the efforts of the Committee of Sponsoring Organizations
of the Treadway Commission in preparing Internal Control - Integrated Framework.
This document will prove to be a valuable reference tool and source of discussion
within the corporate community.

We are pleased to provide our comments on this important issue.

Sincerely,
/u‘ !\"i‘* ' 1
Karol D. Emmerich
Vice-President, Treasurer and
Chief Accounting Officer

Attachment



REPORT OF MANAGEMENT

The following financial statements and other information presented in this
Annual Report have been prepared in accordance with generally accepted
accounting principles. Management is responsible for the consistency,
integrity and presentation of the information in the Annual Report, which
necessarily includes some amounts based upon our judgment and best estimates.

To discharge this responsibility, we maintain comprehensive systems of
internal controls designed to provide reasonable assurance that assets are
safeguarded and transactions are executed in accordance with established
procedures. The concept of reasonable assurance is based upon a recognition
that the cost of the controls should not exceed the benefit derived. After
judging the cost and benefit factors, we believe our systems of internal
controls provide this reasonable assurance.

The Board of Directors exercises its oversight role with respect to the
Corporation’s system of internal financial controls primarily through its
Audit Committee, which is composed of seven independent directors. The
Committee oversees the Corporation’s systems of internal controls, accounting
practices, financial reporting and audits to ensure their quality, integrity
and objectivity are sufficient to protect shareholders’ investments. Their
report appears on this page.

In addition, our financial statements have been audited by Ernst & Young,
whose report appears on page 33. As a part of its audit, Ernst & Young
develops and maintains an understanding of the Corporation’s internal
accounting controls and conducts such tests and employs such procedures as it
considers necessary to render its opinion on the financial statements.

Their report expresses an opinion as to the fair presentation, in all
material respects, of the financial statements and is based on an independent
audit made in accordance with generally accepted auditing standards.

Kenneth A. Macke Stephen E. Watson
Chairman of the Board and President
Chief Executive Officer

Willard C. Shull, III Karol D. Emmerich
Senior Vice President, Vice President, Treasurer
Finance and Chief Accounting Officer
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June 3, 1991

Alan F. Kiepper
President

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas, 6th Floor
New York, N.Y. 10036-8775

Subject: Comments on Exposure Draft on Internal Control

Dear Sirs:

We reviewed the draft on internal control. The purpose of our
review was to provide general comments on internal control and
specific comments on areas where the draft’s contents were
different from the internal control standards applicable to the New
York City Transit Authority (Transit Authority). We used the
following sources for our review:

® the -State Comptroller’s internal control standards
followed by New York State (NYS) agencies and public
authorities in establishing and maintaining systems of
internal control as required by the NYS Governmental
Accountability, Audit and Internal Control Act of 1987;
and,

o Generally Accepted Government Auditing Standards (GAGAS)
issued by the U.S. Comptroller General, (the yellow book)
revised July 1988 and effective January 1, 1989 for
audits of governmental organizations, programs,
activities and functions.

We also referred to the Transit Authority’s Departmental Guidelines
for Evaluating and Reporting on Internal Control Systems issued
February 1991. These guidelines were prepared to comply with the
NYS Comptroller’s internal control standards and the NYS
Governmental Accountability, Audit and Internal Control Act of
1987. Our comments are arranged in the order suggested in the
exposure draft.

Based on our review, we believe that the contents of the exposure
draft were consistent with the standards of internal controls being

58-67-0002



implemented at the Transit Authority. However, as indicated below,
we do express some concern regarding the components identified in
the definition of internal control.

1. Definition of Internal Control (Chapters 1 and 5).

We generally agree with the exposure draft’s definition of
internal control because it encompasses the concepts discussed
in the State Comptroller’s standards. Such definition will
change, however, if the recommendations proposed in item 2 are
accepted.

2. Components (Chapters 1 and 5 through 14).

A.

The draft identifies nine components of internal control.
It also combines integrity, ethical values, and
competency as one component. Integrity and ethical
values are moral issues while competency refers to
abilities and knowledge. The State Comptroller’s
internal control standards present competency as a
general standard for all internal control systems. It
further states that managers and employees must maintain
a level of competence that allows them to accomplish
their assigned duties, as well as understand the
importance of developing and implementing good internal
controls.

We believe that competency is a very significant element
of good internal controls. Not only must personnel
attain a certain level, they must be periodically trained
and retrained to keep the system effective. Therefore,
we recommend that competency be removed from the combined
component and be developed as a separate component of
internal control.

The draft also identifies information systems and
communications as separate components of internal
control. We recommend that the two components be merged
since effective information systems will provide good
communications for internal activities and external
factors.

We would appreciate you providing us a copy of the final report
when completed. If we can be of further assistance, please advise.

Very truly yours,
ohn J. Fernandes

Vice President and General Auditor
New York City Transit Authority

-2-
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Executive Director
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Cochairman

June 3, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas, 6th floor
New York, NY 10036-8775

Gentlemen:

The Accounting Principles Task Force of the Business Roundtable appreciates the
opportunity to express our views on the Committee of Sponsoring Organization’s
Exposure Draft (ED), "Internal Control - Integrated Framework". We endorse the
approach taken by COSO in the document, and we believe the study focuses on the
appropriate issues and includes pertinent observations and recommendations on this
important subject.

As CEOs and the individuals most responsible for the stewardship of our companies,
we want to emphasize that we consider internal control to be an integral part of the
infrastructure of an organization. Companies must ensure that their internal control
systems are effective and constantly evolving with the dynamic business
environments in which they operate. The nine elements of internal control identified
in the ED are the basic tenets of good business practice, reinforcing the concept that
internal control cannot be "built on" but rather should be "built in" to an organization.
In times of economic stress, CEOs must rely even more heavily on their internal
control systems to ensure that appropriate business actions are taken and that these
actions are accurately reported for internal and external reporting purposes. We agree
with COSO that senior management must have an active role in developing,
modifying, evaluating and monitoring the operation of internal control within their
organizations.

While we believe the ED is an important study on the subject of internal control, we
have reservations concerning the level of detail contained in the document and the
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emphasis on a standardized approach to evaluation and reporting. We believe the
document should be reorganized into a succinct, thought-provoking statement of
principles. Without such a change in focus, the document will be relegated to the
CEO’s bookshelf and will represent a lost opportunity to encourage senior
management involvement. The extensive reporting guidelines and evaluation tools
should be presented as a separate volume and characterized solely as guidance
material, directed primarily at companies that do not already have sophisticated
internal control systems. Senior management should be given the maximum flexibility
to design the evaluation tools which best suit their organizations, and to tailor their
management report to the needs of their shareholders and other readers of financial
statements.

Very truly y'ours,

John S. Reed
Chairman, Accounting Principles Task Force

cc: Drew Lewis, Chairman, The Business Roundtable
William L. Lurie, President, The Business Roundtable
Members of the Accounting Principles Task Force
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THE UNIVERSITY OF ARIZONA
TUCSON, ARIZONA 85721

COLLEGE OF BUSINESS AND WILLIAM L. FELIX. JR.

v PRICE WATERHOUSE AUDITING PROFESSOR
PUBLIC ADMINISTRATION oo 621.2643 OR 621.2620
DEPARTMENT OF ACCOUNTING

June 4, 1991

The Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas, 6th Floor

New York, NY 10036-8775

Dear Committee Members:

Thanks very much for this opportunity to comment on your
very important project. Given the objectives for the study
included in your letter of March 12, 1991, I am not at all
satisfied with the contents of the Exposure Draft. The
definition of "internal control" and the discussions of it
do not provide a common ground for mutual understanding of
internal contrecl. I will comment on the definition further.
In addition, the nine components of internal control do not
provide criteria against which all entities can assess their
internal controls. To elaborate, the definition of internal
control provided is not, in my view, a definition. How can
a process be a definition? What's more, how do the nine
elements define a process? As an auditor interested in
financial reporting controls, it is not at all clear how the
so-called definition accommodates or includes controls for
financial reporting. It would be especially essential in a
successful draft for the components of internal control on
page 6 and the definition of internal control to be clearly
and specifically linked. The so-called definition is really
a description of internal control as a process. The
components seem tc be necessary conditions or activities for
the process to occur, but are not described as such nor is
it made clear conditions under which all or parts of the
nine components are essential.

The Exposure Draft claims that reporting on internal control
is not a component or a critical criterion for effective
internal control. It would appear that reporting on
internal control may create enough of an incentive for good
control practices in public companies to be just as
significant as or more significant than the cther
components.
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June 4, 1991
Page 2

Finally, for the Exposure Draft to be clear, an effective
definition of "control failures" is needed. This definition
should distinguish between the effects of over-ride or
collusion and the effects of poor design or ineffective
operation. This point is based, in part, on the discussion
of reasonable assurance on page 6.

There are a number of components of the Exposure Draft that
are quite useful. The task you have set yourself is a
difficult one and any progress you make will be significant.

Sincerely yours,

S kg

1111am L. Felix, Jr.

WLF/ml



DEFENSE CONTRACT AUDIT AGENCY
CAMERON STATION
ALEXANDRIA, VIRGINIA 223046178

OFFICE OF THE DIRECTOR 07 JUN 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas, 6th Floor

New York, NY 10036-8775

Your exposure draft, "Internal Control - Integrated
Framework," dated 12 March 1991 reflects a significant and
positive effort on your part to heighten awareness of the
importance of an entity's internal control system. I share your
view that improved criteria are needed for improving
understandings of internal controls and for assuring that systens
are sufficient to provide a reasonable basis for reliance.

In response to your request for comments on the exposure
draft, we offer the following:

Exposure Draft: Chapter 3 indicates that external auditors
are not part of the entity's internal control system.

Comment: External auditors may be a part of the entity's
internal control system. This occurs when the engagement
agreement specifically requires tests or other functions for the
purpose of internal controls. For example, an external auditor
may be engaged to perform tests which might otherwise be assigned
to an internal auditor. Also, where the engagement permits
internal auditors to have access to external audit working papers,
the internal auditor may extract information from the financial
statement audit which serves a dual function as an element of the
system of internal controls. As mentioned below, a coordinated
audit plan may integrate the various audit tests for multiple
purposes.

Exposure Draft: Chapter 4 "Evaluation of Controls" states
that "often evaluations take the form of self-assessments, where
the person responsible for a particular unit or function will
determine the effectiveness of controls for their activities."

Comment: Self-assessments will clearly help management in
evaluating internal controls. However, because of the very nature
of self-assessments a question may arise as to their credibility.
This conclusion is based on the natural tendency to overlook one's
own faults.
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Committee of Sponsoring Organizations
of the Treadway Commission

We recommend that the coverage in the exposure draft be
modified to encourage a control feature; e.g., have either the
internal or external auditors test the self-assessments. This
would increase management and external confidence in the final
assertion.

Exposure Draft: Chapter 14 acknowledges the roles of
internal and external auditors in monitoring systems of internal
control. '

Comment: The effectiveness of interaction between internal
and external auditors may be enhanced by having a formal program
of coordination. By coordinating the audit planning process,
comprehensive coverage of critical elements of internal controls
is more likely and undesirable duplicative audit effort may be
avoided. Sharing audit analyses and observations will often
benefit the risk assessments and conclusions of the separate audit
organizations. Consequently, we recommend that you encourage
companies to include specific provisions in their engagement
letters with external auditors requiring coordinated audit
planning and the sharing of audit analyses and observations. When
there are government auditors involved, as in the government
contracting environment, similar coordination and sharing
arrangements should also be encouraged. We have observed that
more effective audits of internal control systems are achieved at
less cost when all auditors engage in coordinated auditing.

Exposure Draft: Chapter 15 recommends that point-in-time
reporting is most appropriate since management's focus should be
identification and correction of deficiencies and not on
disclosing deficiencies that were identified during the year and
promptly corrected.

Comment: The exposure draft is silent on disclosure of the
subsequent discovery of facts existing at the date of the
management report. Auditing standards require disclosure of
significant subsequent events. We recommend that the exposure
draft be revised to encourage the same disclosure with respect to
internal controls. As in financial reporting, internal control
problems can come to the attention of management after year-end.
To the extent these deficiencies are significant and are not
corrected as of the date of the report, full disclosure should be
made.

Exposure Draft: Chapter 15 recommends that the report
content include management's conclusion on the effectiveness of
the internal control system. The Chapter equates the concept of
internal control effectiveness with the term "material weakness."
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Comment: Statement on Auditing Standards No. 30 requires
that for an internal control procedure to be considered effective
it must be in place for a time sufficient to test for compliance.
The exposure draft infers that if management has implemented
corrective action the system is effective. We recommend that the
exposure draft be revised to specify that corrective action must
be in effect for a time period sufficient for testing. If this is
not the case, disclosure of the deficiency and corrective action
should occur.

Exposure Draft: Chapter 15 indicates that the management
report should focus specifically on controls over published
financial statements. This coincides with the needs of security
holders and other external parties who may look to internal
control reports for assurances regarding the process by which
management develops the published financial statements.

Comment: As noted by the exposure draft, two of the three
internal control objectives -- financial reporting, and compliance
with laws and regulations -- are standards imposed by parties
external to the entities. The COSO, however, proposes reporting
only on controls over financial reporting. It is our opinion that
external users of the management report also want assurances that
the entity has controls to help ensure compliance with laws and
regulations. Therefore, we recommend that the exposure draft be
modified to also require reporting on internal controls over
compliance with laws and regulations.

Exposure Draft: The merits of public reporting on internal
control are being addressed by public and private sector bodies
with responsibility for, or interest in, this issue. On page 9,
the report states that it does not express a position on the
issue.

Comment: Appendix A notes that legislative activity on
public reporting of the effectiveness of a public company's
internal controls has intensified since 1985. Although no
legislation or regulations containing these requirements have been
enacted or issued, the frequency with which they are being
introduced highlights the increasing emphasis that governmental
bodies are giving to the reporting of internal controls. We
recommend that the COSO should take a leadership role on the
requirement for reporting of internal controls. Private sector
leadership and action could effectively eliminate any need for

legislation or regulation. <://

William H. Reed
Director
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ACCOUNTING DEPARTMENT
WALTER O. BAGGETT, Ph.D., CPA

10 June 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas
6th Floor

New York, NY 10036-8775

Gentleman,

I am pleased to respond to your March 12, 1991 Exposure Draft of
Internal Control - Integrated Framework.

I have had a long standing interest in the subject of internal
control, both as a practitioner and as an academician. A number of
years ago I published an article on the subject. I am enclosing a
copy because it reinforces some of the thoughts I have on this
draft.

I have read the draft and reviewed the appendices.

I will provide you in this letter a list of my general, overall
impressions of the draft. I will append a list of detailed
commercs on specific passages.

First, the report clearly reflects a good deal of work. If it were
a document designed to elicit general discussion in the business
community, it would possibly achieve that objective.

Unfortunately, the stated purpose of this document is to develop a
general framework around which a consensus can be built. It does
not do this because nine components do not comprise a viable
working model. 1Instead, they are merely component that have been
lumped together.

There are a number of reasons this is apparent. First, you have
clearly not looked at the broad control literature such as is found
in management and engineering (not to mention the biological and
physical sciences). This general systems framework defines control
systems in terms of inputs, outputs and feedback mechanisms. I
would also urge you to examine the reliability literature, as that
appears to be useful in understanding internal control.



Another reason this framework is untenable and will not serve as
the basis of a viable general framework, is your inability to
convert it into anything approaching quantifiability. While I
realized many people are most comfortable in cloaking themselves in
the robes of judgement, unless someone is willing to say how much
is enough, and be able to prove it, the framework will not work.

In fact, this first and second reason merge. The well thought out
and used models developed in other fields can be quantified. 1If
you were to follow those models, not only would you have a more
readily understood and accepted model, you would have one that
could be quantified.

I realize, there is a strong temptation to go headlong into issuing
this document with only cosmetic changes. I would strongly suggest
you do not. To try and float a ship that is doomed to sink could
well set back the goal of developing a long range consensus on
internal control.

I appreciate your efforts in developing this project and would like
to thank you for this effort to comment on them.

Very truly yo/uri/

Walter O. Baggett
MBA, Ph.D., CPA
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APPENDIX TO

Comments on

Internal Control - Inteqrated Framework
DEFINITION OF INTERNAL CONTROL

1. I am not certain internal control is a process. It
may be a number of concepts and even concrete facts, but
to lump it all into a concept does not seem quite right.

2. In bullet two you refer to people. I tend to see it
more specifically as peoples, their attitudes and values
as demonstrated by their actions.

COMPONENTS

The last sentence of the Objectives bullet. I think
besides being reasonable attainable, they must be
measurable.

Your five bullet 1list of the five components whose
failure leads to the failure of control. I am not
convinced as to how you came up with this list. I think
you need to explain why the failure of these components
is critical.

Paragraph 3. The ownership of the control system by the
CEO is an issue that you push here and through out the
document. I find this unacceptable, particularly in
light of the concern over the competitiveness of U.S.
industry. Clearly there needs to be a measure of control
near the top, but you are fooling yourself if you believe
that control is an indispensable element of the top
position.

Last two paragraph. Your discussion of the need for a
definition of material weakness versus reportable

. condition starts here. It continues through a number of

places in the study. This is a very real need as the
literature is unclear. Once again this is an argument
not only for a better framework but one that can be
quantified, perhaps along a number of dimensions.

Second paragraph and bullet. I agree there is a language
"gap" in need of bridging. The unfortunate part of this
report is that it was written from the perspective of
accountants and does not seem to include the vocabulary
of management and other business sciences.
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Page 13

Page 13

Chapter 2

Page 47

Page 48

Page 50

First paragraph, second sentence. Suddenly the words
"control systems" appear. Where do they come from?
What do they mean? This is common usage that you seem to
ignore. I suggest you look into these words.

Second bullet, second paragraph. I have a great deal of
difficulty with the built-in versus built-on distinction.
Most control frameworks are constructed by grafting new
mechanisms on and pruning away old and unhelpful
practices. Some controls, such as the annual external
audit, are purposely left as external and not intrinsic
to the organization. This appears to be an invalid
distinction.

This chapter, in particular, invoke the notion that you
need to look at reliability engineering. Why do things

fail? There are not necessarily a "cause." Instead,
"normal" stress and stain tend to lead to things wearing
out. You need to realize that even a well construct

system will eventually fail just through ordinary use.

First paragraph, second sentence. Internal control
clearly does not represent all aspects of controlling a
business. The management 1literature would never
recognize this terminology. For the accounting

profession to believe that its ill-conceived wording
would be used on a broad basis makes no sense. Internal
control has always had to do with anything that improved
the financial reporting process. Some of those things
are, in fact, control systems. Other have nothing to do
with controls. Things like changes in the economy and
technology, 1law and government, cultural mores and
folkways. These may have something to do with business
policy, but they clearly do not fall under the rubric of
"controlling a business."

Third paragraph. As you have figured out by now, looking
in the dictionary for a definition of control just will
not do it. You must examine the authoritative literature
on control.

Paragraph two, sentence three. What the writers either

" do not know or do not seem to believe is important is

Page 54

that the FCPA defines internal control using language
lifted verbatim from the now superceded section 320 of
U.S. GAAS. 1In fact Congress took the profession at its
word, literally. And now we are turning our backs on
them, saying the definition was inadequate. This is
clearly a problem that the profession must face.

Paragraphs three, four and five. As I indicated earlier,
I believe the process conceptualization of internal
control is unworkable. These paragraphs confirm that
belief. I find them to be a nice group of platitudes
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that mean nothing. I would like to see some concrete
examples to prove that you are correct.

The reference at the bottom of the page is unclear. Who
published the work by Kenneth A. Merchant. I think you
need to do a better job of spelling these things out.

Paragraph three, first sentence. I do not see the
difference between integrity, ethical wvalues and
competence and the control environment factors you are
coupling them with. I think there is a significant
conceptual overlap here, which is a problem.

Paragraph four, third sentence. I have a problem with
the concept of "inherent objectives." It gets you into
a whole host of problems. Perhaps you should think about
using a term like "externally motivated" demands on the
entity.

Bullets four through eight. A classical case of the
unquestioning lifting the auditing 1literature. It is
widely recognized that while the auditing standards
recognize five assertions, they leave out two: cutoff
and mechanical accuracy. If you don't believe me check
out you own book, Montgomery's Auditing, eleventh
edition, college version, page 150.

The two bulleted lists of internal and external factors.
Where did these lists come from? Are they exhaustive?
You need to reference your source. If you just pulled
them out of the air, I suspect you are in trouble.
Please motivate your position so we know what authority
you are speaking on.

First bullet. Control procedures that address change
make no sense. I think there is a 1lack of the
understanding of change here. Once again, I think you
need to talk to experts in the field. You are dealing
with a dynamic factor and can not predict the controls
that need to be in place. Management must take a role in
recognizing the changes and respond by developing the
controls that are needed. You can not put a control in
place before you know what you are controlling.

Chapter 15 Your entire discussion was hard to follow. There seemed

to be a number of fuzzy proposals on the table here. I
would like to get a better feeling through more examples
of specific wordings and types of reports. It would be
particularly helpful if you gave examples of reporting
when there are problems. It is easy to report when
everything is fine. The real skill is in dealing with
bad controls. I think you must address this issue.
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Internal Control: Insight From a General
Systems Theory Perspective

WALTER O. BAGGETT*

Internal control is one of the most significant topics in
current auditing and accounting literature. Yet there is much
confusion over what internal control is. This article contends
that internal control is more than just control itself or the
total aclf)lurying/ information sysiem. Instead internal control

This article from the
Journal of Accounting,
Auditing & Finance not
reproduced in Web ver- | -

sion

One of the earliest definitions of internal control is found in Section
320. Paragraph 9 of the Auditing Standards:
Internal control comprises the plan of organization and all the coordinate

methods and measures adopted within a business to safeguard its assets,
check the accuracy and reliability of its accounting data, promote opera-

* Walter O. Baggett. Ph.D.. CPA. is Associate Professor of Accounting at Fairfield University.
The author would like to thank David T. Stamford and David Small of Kent Process Control. Inc.
for their assistance in developing the ideas in this article.
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1700 EAST PUTNAM AVENUE, PO. BOX 819, OLD GREENWICH, CT 06870-0818

ROBERT L PLANCHER
SENIOR VICE PRESIDENT AND
CHIEF ACCOUNTING DFFICER

June 10, 1991

The Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas, Sixth Floor

New York, New York 10036-8775

Gentlemen:

We appreciate the opportunity to respond to the Internal Control-
Integrated Framework Exposure Draft issued March 12, 1991.
Excepting those items noted below, we concur with the conclusions
reached by the Committee and commend the Committee on the in-depth
and qualitative manner in which it has dealt with what is clearly
a complex issue.

Of concern to us is the potential clouding of the role of the Board
of Directors and over-riding of management authority and discretion
that could result from a literal interpretation of the conclusions
drawn. As you know, the law of most states requires the business
and affairs of a corporation be managed by or under the direction

of its board of directors. This role encompasses, but is not
limited to:
A. Accuracy of financial statement and other public

disclosure documents;

B. Maintenance of control against 1loss of assets and
assurance of compliance with law.

While we fully support and agree with the position that the
definition of internal control should encompass financial as well
as administrative controls, the positions on objectives and
managing change as put forth by the Committee, could lead to a
second-guessing of Board and management decision-making and
ultimately, an unwieldy and unmanageable bureaucracy.



The Committee of Sponsoring Organizations
of the Treadway Commission

June 10, 1991
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We further believe that given the 1litigious environment which
exists today, an additional concern emerges; namely, the
possibility that a letter of the law interpretation could become
legislated standards. If such an overzealous approach were to be
taken, the costs and organizational resources that would be
required to achieve compliance would be both onerous and costly.
The inevitable conclusion of such action would be a strangulation
of the organization with a program that would add little value to
the overall control effectiveness, efficiency and profitability of
the nation's business.

Since we subscribe to the premise that broadly worded negative
criticism to detailed and specific expositions 1lead to non-
productive results as opposed to constructive change, we have
attached for your consideration a "memorandum of specific matters
for comment" that we hope will permit the document, as finally
released, to achieve the full extent of your, and incidentally, our
objectives.

We urge the Committee to stay the course on defining internal
control more broadly, but temper the position as currently
proposed. If we can be of any further assistance in this effort,
please let us know.

Very truly yours,

. /‘ - ",/“ /’ /

; ., .
e ] - v

Robert L. Plancher =

-



COMMITTEE OF SPONSORING ORGANIZATIONS
OF THE TREADWAY COMMISSION

INTERNAL CONTROL - INTEGRATED FRAMEWORK
EXPOSURE DRAFT - MARCH 12, 1991

SPECIFIC MATTERS FOR COMMENT

DEFINITION OF INTERNAL CONTROL
Proposed Definition:

Internal control is the process by which an entity’s board of directors,
management and/or other personnel obtain reasonable assurance as to
achievement of specified objectives; it consists of nine interrelated components,
with integrity, ethical values and competence, and the control environment,
serving as the foundation for the other components, which are: establishing
objectives, risk assessment, information systems, control procedures,
communication, managing change, and monitoring.

Commentary: We suggest that the definition of internal control be modified to read
as follows:

Internal control is the process by which an entity’s board of directors,
management and/or other personnel obtain reasonable assurance
that business is conducted in accordance with managements’
general or specific authorization; it consists of interrelated
components, with integrity, ethical values and competence, and the
control environment serving as the foundation for other components
which are: risk assessment, information systems, control procedures,
communication, managing change, and monitoring.

Our key concern here is the issue of objectives. As currently proposed, the
definition of internal control could be interpreted to expect the control environment
to provide assurance that the "right" decisions are made as opposed to assuring
that decisions, good or bad, are made in accordance with defined authorizations
and authorities. While establishing objectives is crucial to overall business
success, the setting of objectives is not a control issue, but rather a prerogative
and responsibility of management which can and should only be evaluated at the
Board of Director, shareholder and government level.
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In large part, the position put forth here represents a blurring of Board of Director
corporate governance with traditional financial and operational control. This
represents a potentially dangerous encroachment on American business and given
today’s litigious society, could have serious consequences if adopted.

In summary, we support the notion that the definition of internal control should
encompass both financial and administrative control. We would, however, urge
that the definition of internal control be tightened to preclude the possibility of an
unintended or inappropriate expectation of the function or purpose of internal
control.

COMPONENTS OF INTERNAL CONTROL

Integrity, Ethical Values, and Competence. Internal control is only as effective
as the integrity and competence of the people who develop, administer and
monitor the controls. Integrity must be accompanied by ethical values, and both
must start with the chief executive and senior management and permeate the
organization.

Commentary: Agree

Control Environment. Factors in the control environment include management’s
philosophy and operating style, the way it assigns authority and responsibility and
organizes and develops its people, and the attention and direction provided by the
board of directors.

Commentary: Agree

Objectives. Objectives must be set at an entity-wide level and linked to objectives
set at the functional or unit level. These established objectives provide the
organization’s targets, and strategies provide the directions for getting there.
Objectives and strategies must be clearly communicated, and reasonably
attainable, or control breakdowns can occur.

Commentary: While we would agree that setting clear and defined objectives is
important to organizational success and can impact internal control, we are
concerned that this component as currently defined could lead to an inappropriate



encroachment on management prerogatives and responsibilities. Should this
component stand, we believe the effort of the Committee will result in more
confusion than clarity. Specific matters which we believe would bog down the
achievement of a strong internal control environment would include:

Clarifying and defining the level to which objectives would need to be defined.

Establishing a monitoring process for certain objectives which may add little
value to the system of internal control or the management process.

Defining who would decide the adequacy and completeness of the process by
which objectives are established. Would the auditors, either internal or external,
assume responsibility for this effort? If not, then whom? Net, net--complying
with this component could deteriorate into a wide-ranging bureaucratic effort.

it would be our suggestion that this component be revised to "clearly defined lines
of authority and responsibility". Verbiage accompanying this component could
read as follows: specific responsibility for the performance of duties must be
assigned to specific individuals if the system of control is to operate effectively and
work is to be properly performed. If a duty is not adequately performed, it is then
possible to place responsibility with the person who did the work. The one
assigned is thus motivated to work carefully, and corrective action by management
is made possible.

Risk Assessment. Every entity faces risks to its success, from external and
internal sources. To be in control, risks potentially affecting achievement of an
entity’s objectives must be identified, analyzed, and acted upon.

Commentary: We support the inclusion of risk assessment as a component of
internal control. We would suggest, however, that emphasis on this point be
modified to remain more in line with the AICPA’s standard for evaluating risks.
Specifically, we would suggest that risk assessment be a component of evaluating
inherent risk, control risk, and audit risk.

Information Systems. Management at all levels must have relevant and timely
information about both internal activities and external factors.

Commentary: Agree



Control Procedures. Control procedures must be established throughout the
organization and in all functions. They include a wide variety of activities, including
approvals, authorizations, verifications, reconciliations and reviews of operating
performance.

Commentary: Agree

Communication. Effective communication must occur--down, across, and up an
organization--as well as between the entity and outside parties. The exchange of
information--as well as an environment that fosters open discussion of issues,
problems and concerns--is essential.

Commentary: Agree

Managing Change. Reality is that economic, industry, regulatory, and operating
environments change, and entities’ activities evolve--bringing new risks and
opportunities. Mechanisms need to be in place to enable the entity to identify,
communicate, evaluate and respond to change on a timely basis.

Commentary: Without question, change more often than not represents the
greatest challenge to maintaining an appropriate and sound system of internal
control. While we support its inclusion as a component of internal control, we
believe that the focus within this category must be more narrowly defined and
should be limited to considering the impact of change on internal control and the
potential need for supplementing the process or revision of existing control
practices and procedures.

We must zealously ensure that the focus within this component does not become
one of second-guessing management. As a specific example, evaluating
managements’ reaction to changing competitive pressures in the marketplace
would not be deemed an appropriate exercise within the context of a system of
internal control responsibilities. Ensuring that programs and procedures were in
place to maintain current awareness of government laws and regulations would be.

Monitoring. The system must be monitored to assess both the current
performance of controls and their adequacy over time. Monitoring includes
carrying out routine procedures as well as reacting to input from auditors,
regulators and other parties.

Commentary: Agree

X



EVALUATION OF CONTROLS

Commentary: We fully agree with both the need for evaluation of controls and your
commentary provided in Chapter 4 of the Exposure Draft regarding methodologies
to be employed.

MANAGEMENT REPORTING TO EXTERNAL PARTIES

Commentary: As a corporation which proviaes a report of management in our
company annual report, we endorse the concept of management reporting to
external parties. We fully concur that such public management reports on internal
control should continue to address only controls over financial reporting. We also
agree with the proposed guidelines regarding what should be included in the
report.
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June 10, 1991

Committee of Sponsoring Organizations
1211 Avenue of the Americas
New York, New York 10036

Gentlemen:

We appreciate the opportunity to express our views on the
exposure drafi of March 12, 1991, "Internal Control -
Integrated Framework". We commend those who participated in
the study and those who drafted the report. Internsl contrel
is an important subject and Schering-Plough is concerned with
the potential impact these concepts may have.

The exposure draft defines internal control as the process by
which an entity’ s bcard of directors, management and/or other
personnel obtain reasonable assurance as to achievement of
specified objectives; it consists of nine interrelated
components, with integrity, ethical values and competence, and
the control environment, serving as the foundation for the
other components, which are: establishing objectives. risk
assessmpent, information systems, control procedures,
communication, managing change, and monitoring”

Appended to the definition, however., is an extensive list of
detail requirements which we believe are excessive and not
cost justified to impiement. It would be more useful if basic
contrel standards were covered in the proposal with specific
procedures tailored to each company.

Secondly, we are coincerned Llthat this definition will shift the
emphasis of the independent accountant’u responsibility f*om a
financial statement opinion basis to a report on a company’s
internal contreol system and its weaknesses. We believe the
auditors opinion on the financial statements remains the
cerrect focus.

7"‘\

We are also concerned with the de-emphasis of financial
statement reporting which iz the basis of our current system
cf internal controel. Tnternal control as defined in the

~

report is viewed as not oniy zaccounting controls but other

L3Q040401.P0OZ/14G
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controls and functions. This change in definition creates
additional control implementation problems and difficulty with
its overall implementation due to its broad implications.
Schering-Plough’s emphasis has been in support of the Foreign
Corrupt Practice Act definition which states:

Internal accounting control provides reasonable assurance
regarding the achievement of certain objectives, dealing
with: execution of transactions in accordance with
management’ s authorization; recording transactions to
permit financial statement preparation in accordance with
generally accepted accounting principles and to maintain
asset accountability; permitting access to assets only with
management s authorization; and comparing assets with
accounting records.

We believe that the above objectives should continue to be the
focal point of an internal control definition.

We agree with the objective to establish a "common-ground”
definition of Internal Control, but one that would not be
construed as a binding, strict and extensive checklist which
must be complied with in detail. We prefer a definition that
allows flexibility to custom tailor it to the individual
company environment.

We have the following specific comments concerning certain
areas of the exposure draft:

o Integrity and Ethical Values

The draft proposal indicates that integrity and ethical
values are critical components for good internal
control. Unfortunately, we believe this statement is a
philosophical truism that cannot be installed or
designed into a system. We do not think it is
practicable to develop a system that would measure or
compare one organization’s integrity and ethical values
to another; and if this hypothetically could be
evaluated by an auditor how would recommendations be
effected? Essentially, in this area, we believe the
proposal is into theoretical philosophy that cannot be
effectively measured and applied by an organization
attempting to comply with the proposal. As such, this
can be stated in a philosophical overview aimed at
CEO"s, but should not be part of an application guide.

LJ040401.P02Z,/14G
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As the report itself indicates on page 64, integrity and
ethical values are highly subjective and difficult to
evaluate. For example, on pages 62 and 63, the authors
are trying to create an "ideal" atmosphere by suggesting
that the existence of high performance dependent awards,
bonus plans, etc., encourages fraud. Furthermore, the
report states removing or reducing these incentives and
temptations will go a long way in diminishing
undesirable behavior. While these views may or may not
have merit, performance incentives have in fact been
highly successful in many instances in motivating
managers in a positive way.

o Control Environment

We agree that the control environment establishes the
foundation for the internal control system and concur
with the five factors discussed in chapter 7. We
believe, however, that the list should be expanded to
include two more elements which are important aspects of
the control environment and would be beneficial to most
entities. These factors are the existence of effective
(1) internal and external audit functions and (2)
management methods for monitoring performance, i.e.,
reporting, meetings, seminars, etc. We recommend these
be added to the report.

o Establishing Objectives

The objectives which are categorized as Operations,
Financial Reporting and Compliance are too broad in
scope. We agree that establishing a list of objectives
is necessary for good control, however, all companies
have a multitude of objectives throughout their
organizations, which are separated into sub-objectives.
The report suggests controls be established for all of
the company’'s objectives. We disagree with developing
objectives and controls for all company functions and
disagree with the list in Appendix C, showing the
potential objective and defining the control procedure
for each. This checklist approach goes too far in
establishing a useful framework. The following examples
taken from Appendix C provide examples where the report
goes beyond constructive internal control system
guidelines.

LJ040401.F02/14G
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- Human Resources department is expected to maintain
employee turnover at an acceptable level, maintain
confidentiality of records, compare compensation and
benefits with those ocffered by other companies, and
maintain appropriate candidate identifications,
screening and hiring practices, etc.

-~ The Sales department should communicate market
strategies to sales personnel, retain qualified and
experienced sales staff, monitor effectiveness of each,
etc.

- The Planning Department would be required to review
and test the validity of assumptions.

The list in this section of the report includes similar
information covering 114 pages. We are concerned with
the effort needed to evaluate each function and
department by a list of objectives. We find it very
difficult to accept the evaluation suggestions and
controls in Appendix C as tools to improve internal
controls.

We recommend a more general approach to establishing
objectives. Those objectives that are more important to
a company should be identified and monitored for
internal control purposes. Others would be considered
at the company s option. In no instance should these
objectives and controls be used for auditing purposes.

Risk Assessment

Schering-Plough also views risk assessment as a critical
component of an effective internal control system. We
concur with the report that risk assessment is an
ongoing process to identify, analyze and manage risks.
We also feel that a fundamental part of risk analysis
includes the cost and benefit determination. The
chapter correctly begins by emphasizing the importance

of "considering. . . the cost and benefit of mitigating"”
risks and "what degree of risk is acceptable as prudent
business risk." The risk analysis section, however,

ignores cost/benefit determination as a part of the risk
analysis process. The chapter instead only briefly
mentions in the next section that this determination and
the resulting residual risk are in existence. We are of
the opinion that cost/benefit analysis deserves more
emphasis and, specifically, that it should be included
in this chapter prior to the discussion of
identification and implementation of alternatives.

01.P0Z/14G
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The definitions of "Preventive" and "Displacement”
actions on page 95, appear to describe control
procedures. These definitions should be enhanced and
better examples showing the difference between action
and control procedures should be included. For example,
on page 95, implementation of a disaster recovery plan
is considered an action which would require an internal
control procedure to ensure that it is appropriately
designed and implemented. We believe that the disaster
recovery plan is itself an internal control procedure
rather than an action that needs to be controlled. This
section should be revised as it is confusing.

o Information Systems

We recognize and appreciate the positive impact that
effective and efficient information systems have on
internal control. We concur with the opening section
(pages 103-104) of chapter 10 which adequately describes
how information systems effect control. We suggest,
however, that the two subsequent sections (Scope and
Integrated Systems) are unnecessary. The discussion of
the Scope and Integration of systems need not be
detailed here as these concepts are already well
understood. This chapter should be short and concise in
describing the critical effect that adeguate information
systems have on internal control; the linkage with other
control components, and; evaluation technigques of
reassessing the effectiveness and efficiency of
information systems. This chapter should perhaps also
be considered for inclusion as a subset of the Control
Procedures chapter rather than a stand alone component.

Information systems are generally not acquired or
implemented by an entity solely to enhance internal
control. The systems instead contain operating
procedures which require control. In addition, the
report should include a more detailed discussion on
system security issues/controls. The fact that these
controls are necessary is only mentioned in chapter 10
and briefly discussed in chapter 11.

o Control Procedures

While we believe this is one of the most useful chapters
in the report, we continue to believe that financial
control is the critical focal point which should be
emphasized.

LJ040401.P0Z/14GC
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Also the controls discussed in this chapter are covered
in chapter 14 - Monitoring. We suggest combining both
chapters to eliminate much of the redundancy. For
example, counting inventories and comparing to perpetual
records are covered in this chapter and also in
monitoring.

o Communication

We agree that effective communication is important to
the success of an internal control system, however, we
believe that communication is a critical aspect of the
control environment and not reduced to simply a
component of the internal control system. Communication
is a method of providing for the successful
implementation of an internal control system. Whether
the communication is written or verbal, internal to an
organization or external to shareholders and others, it
is critical in the implementation of entity’s

objectives. It is more appropriate to include
communication in the definition of the control
environment.

o Managing Change

Although we agree that any entity needs to have a
process to manage change, we do not necessarily agree
that this process is an exclusive component of internal
control. We instead view this practice as a
comprehensive on-going process affecting all aspects of
our business. As such, we consider the management of
change to be a pervasive factor that affects the entire
organization and not simply a component of the internal
control system.

This chapter would prove more useful if it provided a
brief example of a mechanism used to enhance the
effectiveness of internal control in each of the
conditions identified as requiring special attention.
Mechanisms in place at Schering-Plough, for example,
include special reviews by internal auditors to assist
management in assessing the impact in various areas of a
potentially significant change.

LJ040401.P02,/14C
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o Monitoring

Monitoring includes many financial controls such as
comparing physical assets with the books,
reconciliations, etc. Other monitoring aspects include
training seminars, planning sessions and other meetings
to provide feedback to management as to whether controls
are working. There is no specific mention in this
section on cost benefit consideration in the monitoring
of internal controls. Due to the broad scope of this
report, it would be difficult to assess control in an
area without doing a cost benefit analysis. We
recommend that more emphasis be put on expansion of
cost/benefit considerations in the evaluation of the
entity’s effectiveness.

o Management Reporting

On the subject of public management reporting on
internal control, we believe the report is correct in
focusing on issues related solely to internal control
impacting the reliability of an entity’s financial
statements. Schering-Plough also agrees that it is
important to ensure that the reasonable expectations of
Annual Report readers are matched with the scope of the
management report, which in our case is on the
effectiveness of the controls over financial reporting.

Although there are common-ground guidelines which are
well conceived and useful, a problem arises with respect
to the chapter’ s intended objective. 1It’s goal is to
establish this document as "the standard against which
the internal control system is measured”™.

Schering-Plough cannot at this time concur with this
objective. Because of the concerns we have documented
above in our discussion of the report’'s conception of
internal control, including its definition and
components, we do not support the report as an
authoritative standard. We are of the opinion that the
report requires modification and cannot ratify it
without appropriate changes being made.

LJ040401.P07Z/14G
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In summary, based on our recommendations, the internal control
system would include four interrelated components (versus
nine), with the control environment serving as the basis for
the others which are: establishing objectives, risk
assessment and control procedures/monitoring techniques. As
noted earlier, the report is very broad and difficult to use
as a tool by management. By reducing the number of components
as suggested, and developing more useful information, this
document could become a document for good internal control.
Also, we suggest adding a statement of flexibility in the
definition to custom tailor it to each entity. We strongly
support the issuance of a Management Report which should be
tailored to each company as opposed to a standardized
boilerplate statement. We do not believe that auditor
involvement or comment on the management Report should be
required.

We have a concern with this report that is not relevant to
Schering-FPlough. Our ccncern relates to the very serious
problem of fraudulent financial reporting. Many of these
problems have appropriately been highlighted in the business
press and we believe that this report should go beyond
defining what internal control is and how to evaluate it. A
section should be added specifically on the subject of
fraudulent financial reporting that indicates how
implementation of the recommendations can be expected to
reduce the risk of fraudulent financial reporting. We believe
this is necessary to show that this whole effort is
responsive to the fundamental issue which is fraudulent
financial reporting.

Schering-Plough has over the years improved upon its internal
control system, and recognizes that this is an ongoing process
of reviewing, evaluating and modifying in order to effectively
deal with continuing change. Schering-Plough supports a
strong internal control environment. For your information, we
have attached a write-up of our internal control system.

We appreciate the efforts of the individuals who tried to deal
with this difficult subject. We would be pleased to provide
additional information should the committee desire.

Very truly yours,
VA (s Gy R SN
Robert G. Weiss,

Senior Vice President,
Financial Control

RGW: jc
cc: CCR Committee
FEI

P.O. Box 1938
Morristown, N.J. . 07962-1938
L.J040401.F07/14G



Schering-Plough Corporation

Internal Control System

o0 Operating Plans and Approval Authorization System

Schering-Plough has a formal operating plan process against
which actual performance is measured. In this process there
are clearly defined lines of authority for spending based on
an approval authorization system. This system is an effective
mechanism to control the level of spending through delegation
of authority throughout the company. The system is designed
to permit spending levels within defined parameters to carry
out duties and responsibilities.

o Financial and Administrative Policies and Procedures

The Finance Manual and Corporate Administrative Policies and
Procedures have been distributed throughout the corporation.
These policies are continually updated and provide the basis
for control and guidance. They are used by the independent
and internal auditors to verify that practices at the various
sites are in compliance with approved policies. The Finance
Manual policies encompass areas of accounting, reporting,
planning, auditing, systems, tax and treasury operations. The
Corporate administrative polices provide guidance to selected
activities of various functions throughout each operating
unit. Information covering Business Conduct, New Product
Development, Employee Relations, etc. are disseminated to
appropriate supervisors for implementation.

0 Internal Control Standards

A formal set of internal control standards are maintained and
distributed throughout the company. These standards provide a
basis for good internal control to ensure that transactions

and functions are adequately controlled; that proper and
complete records are maintained; that assets are safegquarded
and their physical existence periodically compared with the
accounting records. Compliance with these standards is a
matter of routine audit review by both the independent auditors
and Corporate audit department.

o Evaluation of Internal Controls

Control Plan, Control SET (Study and Evaluation Technigques)
and Internal Control Evaluation Questionnaires are methods
used at Schering-Plough to evaluate internal controls.

Control Plan is a computerized evaluation system designed for
large operations. Control Set and Internal Control Evaluation
Questionnaires are used in smaller operations.

1J051503.P0Z/14G
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The evaluation techniques are designed to provide in-depth
analysis, evaluation and documentation of existing controls
and to identify weak or missing controls. The absence of any
significant weakness indicates that the control environment is
adequate to provide reasonable assurance that company assets
are safeguarded from loss or misappropriation and that such
assets are utilized in the conduct of company business

in accordance with the extent and direction of management.
Compliance testing with Control Plan, Control SET or the
condensed Internal Control evaluation, is a required function
of the internal and external auditors.

o Internal and External Audits

The control environment at Schering-Plough is constantly under
review and evaluated by the staff of Corporate Auditors and by
the independent auditors, Deloitte and Touche and has repeatedly
been found to be free of serious weaknesses. All recommenda-
tions for improvements made by the auditors have been carefully
reviewed according to our policy and, in the majority of
instances, have been implemented. 1In a relatively few instances
recommendations are not implemented if the control risk is low
and the cost of implementing high. All actions taken are
approved in accordance with policy by those with direct
responsibility, and by the Vice President, Corporate Audits

and the Vice President and Controller.

o Code of Conduct

The company provides business conduct information to all
employees on specific criteria for conducting business activities
with business and political associates and others where a
conflict or interest may arise. Compliance with Business

Conduct as set forth by Schering-Plough is periodically tested
by the internal and independent auditors.

o Audit Committee

The Audit Committee is totally comprised of independent
directors whose duties have been prescribed in a written
"Statement of Responsibilities" approved by our Board of

Directors. They review various issues of internal control
matters routinely and are kept informed of any significant
issues.

o External Reporting

We submit a report by management to shareholders in our Annual
Report on Management’'s responsibility for the integrity of the
financial statements and the maintenance of and reliance on a

system of internal accounting controls.

1J051503.P0Z2/14GC



ROADWAY

SERVICES, INC.

1077 GORGE BOULEVARD
P.0.BOX 88
AKRON, OH 44309-0088

(216) 384-8184

June 10, 1991

Committee of Sponsoring Organizations of the Treadway Commission
1211 Avenue of The Americas, 6th Floor
New York, NY 10036-8775

I am the director of internal auditing for Roadway Services, Inc. I am a
certified public accountant and worked in public accounting before moving to
industry. I am a member of the Ohio Society of CPA’s, the AICPA, and the

NAA/IMA. 1 serve on the Board of Governors of the Cleveland/Akron Chapter of

the IIA and am president of the National Association of Motor Carrier Auditors.

I have read much, but not all, of the internal control exposure draft of March
12. The general comments below are my opinions, not formal company positions.
Accompanying are some specific comments.

The core concepts of the report are satisfactory. The report contains
information useful in providing guidance on evaluating and improving internal
controls.

The nine identified components of control seem to be complete in encompassing
control elements, and the concept of their interrelationship as necessary for
effective control is valid. The definition of internal control is satisfactory.

Yet overall the report is unsatisfactory. It is cumbersome and repetitive, with
much convoluted, drawn-out writing. It suffers from a minimum of simple,
direct statements. Drastic condensation is essential for this to be a usable,
handy reference source that does not demand too much time on the part of
readers. An effective condensation would significantly reduce the wording
while improving the report clarity and utility.

The report presents much general or background information but lacks
specificity of certain key control elements. For example, the coverage in
Chapter 7 (Control Environment) of organizational structure and assignment of
authority and responsibility does not discuss segregation of duties, long
recognized as a key control element.

7L



Exposure Draft - Internal Control

It is obvious and appreciated that there has been a major effort by COSO in
researching internal controls and in preparing the exposure draft. The
materials will provide visibility to the need for effective internal control and
stimulate discussion. The fundamental concepts presented are solid and will
provide guidance and a framework for understanding and evaluating internal
controls.

I would suggest, however, that the Exposure Draft be considered an interim
step and that another report, more direct and concise, be developed.

Respectfully,

ety B Sl

Gerald R. Roush
Director -~ Audit

cc: Institute of Internal Auditors
249 Maitland Avenue
Altamonte Springs, FL. 32701-4201
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Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of The Americas, 6th Floor
New York, NY 10036-8775

SPECIFIC COMMENTS ABOUT THE EXPOSURE DRAFT OF MARCH 12, 1991

The following comments address specific points in the Exposure Draft. I did
not evaluate all chapters of the Draft.

CHAPTER 1 - SUMMARY
DEFINITION OF INTERNAL CONTROL
P. 4 - Fundamental concepts:

The report states "Internal control is effected by people. It's not policy
manuals and forms, but people ...." While policy manuals and forms are part of
internal control systems; the above seems to exclude them. Consider deleting
the second quoted sentence, or perhaps rewording to not exclude policy
manuals and forms: "It is not only policy manuals and forms ...", or "In
addition to policy manuals and forms ..."

COMPONENTS
P. 8, 9 - Linkage, Ownership:

This section points out that the CEO is the "ultimate owner" of an effective
control system. Since controls involve all levels or activities of an entity,
consider a statement that all managers have ownership of controls for their
areas of responsibility. Alsc consider a statement discussing ownership by the
Board of Directors.

MANAGEMENT REPORTING TO EXTERNAL PARTIES

This section could be interpreted as specifying requirements; I believe this
entire section should offer guidance, not specify requirements. COSO was
chartered with the task of providing guidance.

P. § - Introductory paragraphs:

The first two paragraphs of this section state conditions as they exist today

but which may soon change. These paragraphs will be quickly dated unless
the introductory wording is less specific to today’s situation.



P. 11 - Future periods:

What is the real point of this section? If not rewritten more directly to
whatever is the point, consider eliminating in its entirety.

Why include this section if as stated on page 10 "point-in-time reporting is
most appropriate"?

The final sentence of the second paragraph states "whether internal changes
occurred that affected ...", a past-tense phrase, when discussing future
periods. Should this be written to discuss possible future changes?

SELF-ASSESSMENT

Many entities have effective ongoing self-assessment through their external and
internal audit and quality improvement processes. This should be mentioned as
an alternate to the self-assessment contemplated by this section of the report.

Reliance on external and internal audit and quality improvement efforts, and on
ongoing regular management reporting, makes control evaluation a continuing
rather than a one-time or occasional effort. I believe that such ongoing review
is preferable to any chief executive self-assessment.

A strengthening of the internal audit function and quality improvement process
may be more effective than a special control study by/for an entity’s chief
executive, Where an effective internal audit function exists, the suggested
self-assessment would be redundant.

CHAPTER 2 - LIMITATIONS OF INTERNAL CONTROL

COSTS VERSUS BENEFITS

This is a simple concept that is overkilled by the detailed explanation.

BREAKDOWNS

Second paragraph would seem more appropriate as the final paragraph of the
"Prudent Person Concept" section.

CHAPTER 4 - EVALUATION OF CONTROLS

Entire section too rambling, wordy, general. 1Is difficult to ascertain the
intended point{s) or to develop useful specific information.



EVALUATING INTERNAL CONTROL

P. 34 - Scope and Frequency:

It is unlikely in any medium or large entity that a decision would be made to
evaluate the entire internal control system other than as part of an internal
audit review cycle.

P. 35 - Scope and Frequency

"Integrity, ethical values, and competence, and the control environment ...

should be formally evaluated on a regular basis." Sounds good, but is this too
subjective to be really possible?

REPORTING DEFICIENCIES

P. 44 - Forms of Reporting

"Typically, ongoing monitoring activities are reported orally to direct
superiors.” This varies with companies and in many entities written reports

(period/monthly activity reports, audit reports, charts, graphs) are more likely
to be used than oral reports.

CHAPTER 7 - CONTROL ENVIRONMENT

The coverage of organizational structure and assignment of authority and
responsibility does not discuss segregation of duties, long recognized as a key
control element.
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June 11, 1991

Caommittee of

Sponsoring Organizations
of the Treadway Cammission
1211 Averue of the Americas
Sixth Floor

New York, NY 10036-8775

Gentlemen:

I appreciate the opportunity to comment on the March 12, 1991 exposure draft,
"Internal Control - Integrated Framework" prepared for the Comnittee of
Sponsoring Organizations of the Treadway Commission. (1

I chair or am a member of audit committees of the boards of directors of seven
large public campanies. Therefore, I am inclined to be supportive of anything
giving directors and shareholders more assurance about the integrity of the
campany's internal controls. I applaud the purposes of this study: "to
provide a cammon ground for mutual understanding of internal control... and to
provide criteria against which all entities can assess and, where necessary,
identify areas where they can improve internal controls." It is apparent that
a great deal of effort has gone into this report.

However, the draft raises several seriocus concerns:

First, the proposed definition of "intermal control" is much too broad.
As stated in Chapter 1:

"Internal control is the process by which an entity's board of
directors, management and/or other personnel obtain reasconable
assurance as to achievement of specified cbjectives; it consists of
nine interrelated caomponents, with integrity, ethical values and
campetence, and the control enviroment, serving as the foundation for
the other components, which are: establishing objectives, risk
assessment, information systems, control procedures, cammnication,
managing change, and monitoring."

(1) american Institute of Certified Public Accountants, America Accounting
Association, the Institute of Intermal Auditors, National Association of
Accountants, Financial Executives Institute
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As defined here, "internal control" is the virtual equivalent of "“manage-
ment"; I do not think this is correct or appropriate. For example,
internal control does not provide "reasonable assurance as to the achieve-
ment of specified acbjectives," as the definition suggests. That is what
the management process should do. Internal control cannot be synonymous
with nor a substitute for the process of management. Rather, it is one

part — a very important part — but one part of that process.

The nine camponents cited in the definition are too many. The evaluation
of many of them, e.g., managing change, risk assessment, by their nature,
will be subjective. There is a pitfall: the results of such evaluation
will be far less meaningful than the high-sounding language suggests, and
this could create another "expectation gap." Users of financial state-
ments may assume more assurance about the efficiency of the internal
control system than is the fact. Worse still, users may think a sound
internal control structure guarantees the achievement of certain financial
results, when, in fact, it does not.

I, therefore, suggest a major rethinking of the proposed definition of
internmal control.

Secondly, the requirements for management reporting on intermal control
lack clarity. Chapter 15 indicates that management's reporting should
focus on internal control over the reliability of an entity's published
financial statements. From "Scope of Report" on Page 144:

"Focusing reports on controls over financial reporting puts an
appropriate fence around internal control reporting. If the scope of
reports were to extend to other adbjectives, efforts and related costs
would increase. It also recognizes that reporting on controls over
financial reporting is far more advanced and must be mastered before
venturing into reporting in other areas. For these reasons, it is the
controls over the public financial reporting process that are, and
should continue to be, addressed in public internmal control reports."

I concur that this "fence" is appropriate. But, this is not what the
chapter, taken as a whole, seems to imply. For example, on Page 156, the
second paragraph of the "illustrative report" to be signed by the CEO and
Cro:

"Management assessed the Campany's system in relation to criteria for
effective internal control presented in a report of the Cammittee of
Sponsoring Organizations of the Treadway Cammission. Those criteria
consist of interrelated camponents, with integrity, ethical values
and competence, and the control envirorment, serving as the foundation
for the other camponents, which are: establishing objectives, risk
assessment, information systems, control procedures, oammn.untlon,

managing change, ard monitoring."
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To be sure, Page 157 indicates thatmanaganerrtmymdlfy or expand on
this language. But, one is clearly left with the impression that all nine
camponents in the OVerly-bmad definition of internal control should be
reported upon. This is confusing. Attheveryleastthesecmdpamgraph
of the illustrative report should be reworded to make it consistent with
Page 144 — to say that management is to report only on internal controls
over financial reporting. Then, the remainder of the chapter needs to be
restructured so that it supports "Scope of Report" on Page 144.

Thirdly, the implications audit ittees and

found. Currently, an audit committee, on the board's behalf, through its
oversight process, seeks to ensure the integrity of the corporation's
financial statements, its financial reporting process, and its system of
internal control related to financial reporting. However, if management
— either explicitly or implicitly — is expected to report on internal
control as broadly defined in this draft, the work of the audit committee
will increase correspondingly. Since the report's definition of "“internmal
control" equates to management, the audit cammittee would be placed
squarely in the position of overseeing the entire management process.
That, in turn, would mean an increase of exponential proportions in the
audit camittee's responsibility to the board and the shareholders. I
take this potential very seriously, and would want to be very clear
about what this added responsibility would mean.

Audit camittees would undoubtedly also want the opinion of the ocutside
auditor about whether management's report on its internal control system
is accurate. This would entail further work on the part of the outside
auditor.

Additionally, a question must be raised about the role of the intermal
auditor under this overly-broad definition of internmal control. His/her
work and responsibility would escalate accordingly; the audit committee
looks to him/her as the guardian of the system of internal control.

This draft report addresses none of these issues, all of which are
potentially very important and very sericus. The crux of the problem, it
seems to me, lies with the overly broad definition of "“internal control"
and the lack of clarity about what management is to report about and why.

Beyord all of this is the question of cost. The additional work will cost
more. How much more is difficult to say, but the amount could be con-
siderable. The question is: will the added work and additional cost
create enough benefit in terms of increased assurance for shareholders and
other users of financial statements? This question has neither been
addressed nor answered, and until it is, thlsreportmghtmtbefmal-
ized and published.



June 11, 1991 Page 4

could became the basis for islation or ion involving i
control reporting. To my knowledge, no major study on internal control
has ever been done. Thus, this treatise — if it is finalized — will be
the only such document available. This may not have been fully understood
when the study was begun; but, circumstances change and that is now the
situation. Therefore, the five co-sponsoring organizations bear a much
greater burden to ensure clarity and workability than if this were
strictly a set of guidelines for private sector use. If getting this
document right takes a good deal more time, energy ard effort, then it
must be done. In fairnmess to shareholders and the public interest, you
are, I believe, abligated.

Sincerely,

Barbara Hackman Franklin
President
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To: Richard M. Steinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to €080
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Louis Bisgay, National Association of Accountants

Gentlenmen:

The attached is the seventh batch of comment letters (there are ten
in this bat